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EXAMINING DISCRIMINATION 
IN THE AUTOMOBILE LOAN 
AND INSURANCE INDUSTRIES 


Wednesday, May 1, 2019 

U.S. House of Representatives, 

Subcommittee on Oversight 
and Investigations, 
Committee on Financial Services, 

Washington, D.C. 

The subcommittee met, pursuant to notice, at 10:05 a.m., in room 
2128, Rayburn House Office Building, Hon. A1 Green [chairman of 
the subcommittee] presiding. 

Members present: Representatives Green, Beatty, Tlaib, Garcia 
of Texas; Barr, Posey, Zeldin, Loudermilk, Davidson, Rose, and 
Steil. 

Ex officio present: Representatives Waters and McHenry. 

Also present: Representative Budd. 

Chairman Green. Good morning, everyone. 

The Oversight and Investigations Subcommittee will come to 
order. 

The title of today’s subcommittee hearing is, “Examining Dis¬ 
crimination in the Automobile Loan and Insurance Industries.” 

Without objection, the Chair is authorized to declare a recess of 
the subcommittee at any time. Also, without objection, members of 
the full Financial Services Committee who are not members of the 
subcommittee may participate in today’s hearing for the purposes 
of making an opening statement and questioning the witnesses. 
Mr. Budd appears to be here; I ask unanimous consent that he be 
allowed to participate. Without objection, it is so ordered. 

Today’s hearing, as I indicated, is styled, “Examining Discrimina¬ 
tion in the Automobile Loan and Insurance Industries”, and it is 
long overdue. 

I now recognize myself for 5 minutes to give an opening state¬ 
ment. 

This hearing is long overdue. The empirical evidence has shown 
that non-white vehicle buyers who were more qualified than white 
buyers received costlier loans 62.5 percent of the time, according to 
a 2018 study by the National Fair Housing Alliance. African-Amer¬ 
ican males pay more for dealer markups than white males, and 
these dealer markups, which are unrelated to credit risk, allow for 
predatory pricing and invidious discrimination. 

A 2015 Consumer Federation of America (CFA) study found that 
a driver living in a predominantly African-American neighborhood 

(1) 
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can expect to pay insurance premiums that are on average 70 per¬ 
cent more than similarly situated drivers in neighborhoods where 
African Americans are in the minority. 

A 2017 CFA study found that most auto insurers charge middle- 
aged women higher rates than men. In Houston Texas, women 
with perfect driving records pay on average $75 more than men 
with the same record, at the same address, with the same vehicle. 

At $1.26 trillion, auto loans are the third largest household debt 
category, after mortgage loans and student loans. What once was 
considered a luxury is now a necessity as evidenced by the fact that 
nearly every American household has at least one car. 

Let me summarize by saying this: I said that this hearing was 
long overdue and it is because the empirical evidence that I have 
cited—which is but a scintilla of what is available—seems to over¬ 
whelmingly indicate that certain persons pay more than others for 
the same product, and these bits of evidence have been called to 
our attention by way of advocacy groups and persons who are intel¬ 
lectuals, scholarly persons, and they use a method called Testing. 
And using this Testing, this empirical evidence seems to be valid; 
it seems to indicate that there are problems that we have to ad¬ 
dress. 

The purpose of this hearing is not only to expose the empirical 
evidence but also to address or conclude in some way that there are 
means by which we can address the problems that will be called 
to our attention. 

I am grateful that we have witnesses here who can give us the 
additional information that we will need to draw our conclusions, 
but I also want to close with this: I think that we owe it to our¬ 
selves as a country to make sure every person is treated fairly 
when making an automobile purchase. We have the ability and the 
power and the authority in Congress to do this. The question is, do 
we have the will to make a difference for people who are in need 
of a car, who are probably not making as much money as Members 
of Congress but who dearly need the opportunity to have this ne¬ 
cessity so that they can get to and from their jobs. And my hope 
is that we will be able to achieve that fairness through this hear¬ 
ing. 

With this said, I am going to reserve the balance of my time for 
Chairwoman Waters. 

I will now yield to the ranking member of the subcommittee, Mr. 
Barr. 

Mr. Barr. Thank you, Chairman Green. 

And I want to start by acknowledging our Subcommittee Chair¬ 
man, A1 Green, for convening this hearing. Thank you, Mr. Chair¬ 
man, especially for all your efforts over the course of your congres¬ 
sional career and working to combat discrimination, race discrimi¬ 
nation which is to be commended, and I am pleased to participate 
in this hearing. I welcome all of our witnesses; all of your work and 
efforts are a great value to our committee and we thank you for 
being here today. 

Obviously, race discrimination is abhorrent and it should not be 
tolerated in auto lending or the insurance industries or any indus¬ 
try. There is anecdotal evidence of auto lenders charging different 
rates based on a borrower’s race so we are here to understand 
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today how the industry has changed, how it prices risk without dis¬ 
criminating on the basis of race, and what needs to be done to 
make sure that everyone is treated fairly regardless of race. 

This committee has spent considerable time examining discrimi¬ 
nation in auto lending and we take this issue very seriously. The 
committee has investigated and released several reports on this 
matter in the past and our work is ongoing. 

Studies purporting to show widespread discrimination in auto 
lending have routinely proven flawed, for example a 2013 report by 
the Consumer Financial Protection Bureau (CFPB) contended that 
dealer-assisted auto financing has a “disparate impact on the price 
of credit for consumers in protected classes.” As it turned out, the 
CFPB’s methodology for counting African Americans was off by 41 
percent, among many other problems. 

The committee’s investigation of the matter found that the CFPB 
knew its methods were deeply flawed and prone to significant 
error, according to internal documents, but the CFPB released its 
study anyway. 

To be clear, racial discrimination in auto lending is illegal, as it 
should be. We must ensure that the industry does not move back¬ 
wards and we need to base that work on accurate data and reliable 
findings. States continue to be the most effective regulators of the 
auto lending industry as has been the case for almost a century. 
This was certainly true in 2010 when the Dodd-Frank Act was en¬ 
acted. Section 1029 of the Dodd-Frank Act specifically excluded 
auto dealers from the CFPB’s jurisdiction; it was obvious then as 
it is now that States were best positioned to ensure that consumers 
are protected. 

We will also examine the auto insurance industry. The United 
States has the largest and most competitive market for auto insur¬ 
ance in the world. Like auto lending, the auto insurance industry 
is regulated at the State level. In fact, these are two of the most 
heavily regulated industries in the entire financial services port¬ 
folio. The price for auto insurance varies throughout the country 
depending on a litany of variables, and the competitive nature of 
this industry has led to more affordable prices for consumers. 

As with so many other things, the key to lower prices is free 
markets. We need look no further than Illinois to understand why; 
in Illinois, an inadvertent lapse in regulations allowed a flood of in¬ 
surance companies to enter the market, that competition drove 
down prices for consumers, and the Illinois Legislature chose not 
to enact new rate regulations. 

It is not just competition that affects the price of insurance, State 
laws greatly affect prices as well. In 2019, Michigan was ranked as 
the State with the highest insurance premiums. The high prices in 
Michigan reflect decisions by the State Legislature and the insur¬ 
ance commissioner; Michigan’s No-Fault Insurance Law provides 
for potentially unlimited lifetime medical assistance for people in¬ 
volved in accidents and this law leads to abuse of the legal system 
and fraud. 

Insurance experts have drawn a direct correlation between the 
No-Fault Insurance Laws and Michigan’s high rates. 

Unlawful discrimination in setting insurance rates is inexcusable 
and it is already prohibited at the Federal and State level. In addi- 
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tion, industry standards forbid the use of certain factors such as 
race when determining rates. Those in the industry have worked 
to create a system where the insurance credit-ratings are purposely 
blind to the race of an applicant. 

I look forward to working with the chairman to ensure that dis¬ 
crimination does not occur in auto lending or insurance, but I also 
do not want to eliminate risk-based pricing in a way that could in¬ 
crease premiums for most drivers. 

Thank you. And I yield back. 

Chairman Green. Thank you. 

And the Chair will now yield 1 minute to the Chair of the full 
Financial Services Committee, the Honorable Maxine Waters. 

Chairwoman Waters. Thank you very much, Mr. Chairman. 

Buying a car is a significant purchase for many Americans and 
should be a fair and transparent transaction, free of discrimination. 
Unfortunately, this is not the case for persons of color. 

The National Fair Housing Alliance, in a test of auto lending dis¬ 
crimination, found that nearly two-thirds of minority loan appli¬ 
cants received higher-cost financing options from automobile deal¬ 
ers than less-qualified white applicants. 

Last Congress, Republicans impeded enforcement of fair lending 
laws, making discrimination potentially worse. They used the Con¬ 
gressional Review Act to rescind the Consumer Financial Protec¬ 
tion Bureau’s much-needed guidance to indirect auto lenders on 
how to comply with the Equal Credit Opportunity Act. 

Discrimination also exists in the auto insurance industry. For ex¬ 
ample, the Consumer Federation of America found that auto insur¬ 
ers charged women and persons living in predominantly African- 
American communities disproportionately higher premiums. These 
types of practices warrant congressional scrutiny, analysis, and ul¬ 
timately legislation. 

With that, Mr. Chairman, I yield back the balance of my time. 

Chairman Green. The gentlelady yields back. 

The Chair now recognizes the ranking member of the Full Com¬ 
mittee, the Honorable Mr. McHenry. 

Mr. McHenry. Thank you, Chairman Green. And thank you for 
your leadership, especially on this topic. 

And thank you to Ranking Member Barr, as well, for his leader¬ 
ship. 

So let me be clear, there is no place for discrimination, period. 
The idea that lenders or insurers would charge a different rate 
based on skin color, ethnicity, or gender is contrary to everything 
that we stand for as a society. 

To have this discussion, we must have the most accurate statis¬ 
tics available. As Congressman Barr outlined, the CFPB used an 
algorithm that attempted to identify the race of borrowers based 
simply on their name and address. I don’t have to look any further 
than my own community to see the failure of that practice, seeing 
as there are two families named McHenry in my hometown, and 
our race and ethnicity is different. So a name does not do justice 
nor does a zip code simply do justice to an understanding of race. 

As it turns out, the CFPB later acknowledged that algorithm had 
a 20 percent error rate. And then an independent analysis of it said 
that it could be as high as 40 percent. Both the lending and insur- 
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ance industries, which are the focus of today’s hearing, are regu¬ 
lated at the State level. So I wanted to understand if there any lim¬ 
itations on the States taking appropriate action to make sure that 
this does not happen. 

So with that, thank you, Mr. Green. 

Chairman Green. The gentleman yields back. 

We now welcome our witnesses: Mr. John Van Alst, an attorney 
at the National Consumer Law Center, and the director of Working 
Cars for Working Families, an NCLC project; Ms. Rachel J. Cross, 
a policy analyst at Frontier Group; Ms. Kristen Clarke, president 
and executive director of Lawyers’ Committee for Civil Rights 
Under Law; and Mr. Joshua Rivera—Ms. Tlaib, a member of this 
committee, is from Michigan, so she will say more about Mr. Ri¬ 
vera. 

Ms. Tlaib. Oh, are you recognizing me, Mr. Chairman? 

Chairman Green. Yes. 

Ms. Tlaib. Thank you so much. 

I just want to thank so much Mr. Rivera, who co-authored, “Auto 
Insurance and Economic Mobility in Michigan,” but I also want my 
colleagues to know our emphasis and advocacy around non-driving 
factors, which go beyond just race-based kind of discrimination. 

I am so thankful for the leadership of Ranking Member Barr, 
Chairman Green, and our incredible Chairwoman Maxine Waters 
for making this a very important critical issue to talk about the 
fact that we are increasingly using non-driving factors, people who 
become widowed, retired, and so forth are being considered as fac¬ 
tors against car rates. 

Thank you so much, Mr. Chairman. 

Chairman Green. Thank you for your remarks. 

Moving on, the final witness will be Mr. James Lynch, the senior 
vice president of research and education at the Insurance Informa¬ 
tion Institute. 

I would like to welcome and thank you all for being here. The 
witnesses will each be recognized for 5 minutes to give an oral 
presentation of their testimony. And without objection, the wit¬ 
nesses’ written statements will be made a part of the record. Once 
the witnesses have finished presenting their testimony, each mem¬ 
ber of the subcommittee will have 5 minutes within which to ask 
questions. 

On your table, and this is directed to the witnesses, you will see 
three lights: the green light means that you may go; the yellow 
light is the indicator that you have 1 minute left and you are run¬ 
ning out of time; and the red light of course means that you are 
out of time. The microphones are very sensitive so please make 
sure you speak directly into them. 

With that, Mr. Van Alst, you are now recognized for 5 minutes. 

STATEMENT OF JOHN W. VAN ALST, ATTORNEY, NATIONAL 

CONSUMER LAW CENTER (NCLC), AND DIRECTOR, WORKING 

CARS FOR WORKING FAMILIES, AN NCLC PROJECT 

Mr. Van Alst. Chairman Green, Ranking Member Barr, and dis¬ 
tinguished members of the subcommittee, thank you for inviting 
me here today to discuss discrimination in cars. 
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I am an attorney with the National Consumer Law Center where 
I work with Legal Services attorneys, government attorneys, and 
private attorneys across the country, all of whom help low-income 
families with issues with cars and car finance. 

I also direct NCLC’s Working Cars for Working Families project 
which works to ensure that families get a fair deal when buying 
and financing a car, and that the lack of a car does not stand in 
the way of a family’s ability to become economically successful. 

A car can provide physical mobility but also economic mobility, 
allowing families to get to work, live in more affordable housing, 
and take advantage of educational opportunities. 

While cars can be a tool to help escape poverty, they are very ex¬ 
pensive. In 2018, the average used car price exceeded $20,000, and 
for a consumer with subprime credit, monthly payments were over 
$400 and the average interest rate was over 16 percent. But for 
some consumers, buying, financing, and using a car can be even 
more expensive because of their race and ethnicity. Some are 
charged hundreds and even thousands of dollars more in interest 
rate markups. These are discretionary increases that the dealer 
makes to the interest rates which have already been objectively set 
based on the consumer’s credit risk. 

In 12 cases that the NCLC co-counseled between 1998 and 2007, 
we coded millions of transactions for race based upon driver’s li¬ 
cense data. Within each credit tier, dealers marked up African 
Americans’ interest rates almost twice as often as whites. And 
when African Americans rates were marked up, the markups were 
on average almost double those charged to whites. 

And the disparities don’t stop at financing. Some consumers are 
more likely to be pressured to buy add-on products such as service 
contracts, and GAP. They are then charged more for these same 
products they are pressured to buy. 

In 2017, we examined a data set of millions of add-on trans¬ 
actions and found that Hispanic car-buyers were charged higher 
markups for add-ons at both the State and dealer level. 

These disparities make cars more expensive for some races and 
ethnic groups. They unnecessarily increase the cost of a car and in¬ 
crease the chance of default. In some cases, these higher costs keep 
families from getting a car at all. This contributes to disparities we 
see across the country in terms of access to cars. 

For families at or below the Federal Poverty Guidelines, 13 per¬ 
cent of white households lack access to a car compared to 31 per¬ 
cent of African-American households and 20 percent of Hispanic 
households. 

Many of the disparities we will discuss here today are only pos¬ 
sible because the market for cars and especially car-financing used 
cars is opaque and inconsistent. 

Dealers have tremendous discretion to charge consumers dif¬ 
ferent prices and the price setting takes place in a back room 
where dealers have to decide quickly how far they can push the 
consumer, and no one knows what anyone else pays for the car, the 
financing or the add-ons. 

A more consistent and transparent marketplace would not only 
benefit consumers of color, but everyone including dealers and fi- 
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nance entities that want to compete fairly and openly on price and 
quality on a level playing field. 

Towards this goal, we must ban dealer interest-rate markups, 
amend the Equal Credit Opportunity Act to enable data collection, 
prohibit discrimination in the pricing of goods and services in addi¬ 
tion to discrimination in financing, increase enforcement of the 
Equal Credit Opportunity Act; and increase enforcement of general 
protections against general abuses in the sale or financing of cars. 

Given the evidence we have seen in discrimination in financing 
and other parts of the sale transaction, it is likely that many other 
abuses from yo-yo sales, to failure to pay off existing liens, are 
more likely to affect people of color. 

I commend the subcommittee for holding today’s hearing on such 
an important topic and we stand ready to work with this sub¬ 
committee and other interested parties in bringing consistency, 
transparency, and fairness to the auto market. Thank you. 

[The prepared statement of Mr. Van Alst can be found on page 
74 of the appendix.] 

Chairman Green. Thank you. We will next hear from Rachel J. 
Cross. You have 5 minutes. 

STATEMENT OF RACHEL J. CROSS, POLICY ANALYST, 
FRONTIER GROUP 

Ms. Cross. Thank you for the opportunity to appear before you 
today to discuss the state of U.S. auto lending. I am a policy ana¬ 
lyst with Frontier Group and I am also testifying on behalf of the 
U.S. PIRG, the Public Interest Research Group with whom we co¬ 
authored our recent report, “Driving into Debt,” which examines 
how auto lending has changed since the Great Recession and what 
this means for consumers. 

In much of the country, owning a car is a virtual necessity. It is 
how many of us get to work, to school, to the grocery store and doc¬ 
tor; a car, in short, is the price of admission to living a full and 
productive life, but owning a car is also expensive and has driven 
millions of households to take on debt. Right now, Americans owe 
more for our cars than we ever have before; outstanding auto debt 
is over $1.2 trillion, and since the end of 2009 that amount has in¬ 
creased by over 50 percent. 

But it is not just that the overall auto debt has reached historic 
levels; the number of Americans who owe for their cars is also the 
highest in U.S. history and consumers are at risk, delinquencies 
are rising, the percentage of auto debt that is seriously delinquent, 
meaning 90 days late at least or more, is the highest it has been 
since 2012 and it is still rising. More than 7 million Americans 
have missed at least 3 monthly car payments. 

These numbers are concerning on their own, but what makes 
them deeply troubling is that they are happening in a strong U.S. 
economy, something important has been happening in the auto 
credit market. The lending practices since the recession that have 
boosted auto sales have come at a cost, the increased risk of finan¬ 
cial instability for millions of American households. 

There are a few key steps that have gotten us to the point that 
we are at now. In the aftermath of the 2008 financial crash, inves¬ 
tors and lenders alike noticed that auto debt performed relatively 
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well compared to other securities during the recession and this 
sparked more interest in bringing more borrowers into the auto 
credit market and lenders of all types did so. 

First, they loosened standards for prospective borrowers. We 
found in our report that auto debt has risen across all income lev¬ 
els but it has risen the fastest among those with the lowest in¬ 
comes. Since 2009, borrowing by residents of low-income neighbor¬ 
hoods has increased nearly twice as quickly as borrowing by resi¬ 
dents of the highest-income neighborhoods. Lending in the sub¬ 
prime market followed a similar trajectory. 

Lenders have used other tools to bring borrowers in the market¬ 
place, including the lengthening of loan terms. Extending a loan 
term brings down that monthly payment, which is an important 
measure for determining affordability particularly for lower-income 
consumers, but it also means that the consumer will pay more over 
the life of the loan due to interest payments, and will spend more 
time underwater or owing more for their car, and that is even 
worse. 

Consumers with a 6-year loan are twice as likely to default as 
others with a 5-year loan, and those borrowers are also more likely 
to have a poor credit history, lower income, and to pay higher in¬ 
terest rates than other borrowers. 

In 2017, 42 percent of all loans generated had terms of 6 years 
or more. This period also saw the rise of more outright abusive and 
predatory tactics in one specific part of the auto credit market: 
dealer financing. 

A direct loan that a consumer gets directly from a financial insti¬ 
tution like a bank or credit union is, generally speaking, a safer bet 
for consumers. Indirect lending, however, is when the consumer fi¬ 
nances through a dealership, where the dealer is a creditor, assigns 
the loan to another financial institution, and often has the con¬ 
sumer sign a retail installment sales contract. Dealer-arranged fi¬ 
nancing has weaker regulations and oversight than direct loans, 
enabling a number of abusive and predatory tactics. 

One area of abuse is excessive interest rates. When a dealer sells 
its financed contract to another lender, they are able to mark up 
that interest rate and pocket the difference as profit. 

Having consumers sign a retail installment sales contract also al¬ 
lows the dealer to charge an interest rate that can sometimes ex¬ 
ceed State usury limits. In one example, a package of securities 
that Santander Bank was selling to investors was found to have 57 
percent of all loans generated in the State of New York to be car¬ 
rying interest rates that are so high, they would have been illegal 
if they had been from direct loans between a consumer and a bank. 
But because they were dealer-financed and indirect loans, it was 
legal. 

There has also been evidence of lenders failing to verify the in¬ 
come of borrowers, and even car salesmen inflating the consumer’s 
income to ensure that they qualify for financing even if they ulti¬ 
mately cannot afford it. In key respects, auto lending in the last 
decade has been a Groundhog-Day repeat of the exact same prac¬ 
tices that brought us to the 2008 market crash. 

Dealer-arranged financing has also enabled discriminatory pric¬ 
ing. Since its creation, the Consumer Financial Protection Bureau 
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has investigated a number of large captive finance groups that pro¬ 
vide indirect financing for charging borrowers of color higher inter¬ 
est rates than similarly situated white borrowers. These include 
some of the largest indirect lending firms in the nation like Toyota 
Motor Credit. These policies led to many African-American bor¬ 
rowers paying $200 more on average for financing. 

The CFPB investigations have repeatedly found that lenders giv¬ 
ing dealers the ability and incentive to mark up interest rates en¬ 
ables this kind of discrimination. However, since the congressional 
repeal of the CFPB’s Indirect Auto Guidance and changes in lead¬ 
ership, we have seen a lack of will to continue protecting con¬ 
sumers as they deserve. 

These are only a few examples of the way that dealer financing 
threatens the financial well-being of Americans. The entire list of 
threats that consumers, in particular the most vulnerable amongst 
us face, is appalling, and that so little action has been taken to 
stop these predatory behaviors is even more appalling. 

Thank you. 

[The prepared statement of Ms. Cross can be found on page 51 
of the appendix.] 

Chairman Green. We will now hear from Kristen Clarke. You 
are recognized for 5 minutes. 

STATEMENT OF KRISTEN CLARKE, PRESIDENT AND EXECU¬ 
TIVE DIRECTOR, LAWYERS’ COMMITTEE FOR CIVIL RIGHTS 

UNDER LAW 

Ms. Clarke. Chairman Green, Ranking Member Barr, and mem¬ 
bers of the subcommittee, my name is Kristen Clarke and I am 
president and executive director of the Lawyers’ Committee for 
Civil Rights Under Law. Thank you for the opportunity to testify 
today about the discrimination in the automobile loan industry. 

The Lawyers’ Committee is a national non-partisan civil rights 
organization created at the request of President John F. Kennedy 
to activate the private bar in the fight against discrimination, and 
for over 55 years we have been on the frontlines of our nation’s 
fight for justice in the areas of economic justice, voting rights, fair 
housing, criminal justice, education, hate crimes, and more. 

We know that eliminating lending discrimination, root and 
branch, particularly across the auto industry must stand as a core 
civil rights priority today. 

Discriminatory auto lending poses grave financial danger to Afri¬ 
can-American, Latino, and other vulnerable consumers; increas¬ 
ingly, lenders are taking advantage of a highly unregulated and 
unmonitored market to promote discriminatory and predatory prac¬ 
tices. We thank this committee for sounding an alarm about this 
and undertaking careful fact-finding to identify a remedial re¬ 
sponse. 

All Americans need reliable transportation to access jobs and 
schools, as has been noted, and we know that communities of color 
that are deprived of economic investment often lack effective public 
transportation, those who can’t rely on public transportation often 
need an affordable loan to finance the purchase of a car and to help 
them build good credit. 
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As the third largest source of outstanding household debt after 
mortgages and student loans, car loans and their impact on com¬ 
munities of color warrant greater scrutiny. 

There is a stark racial wealth divide in our country today. A typ¬ 
ical white family has $140,000 in wealth, while a typical African- 
American family has just over $3,400. Abusive, predatory auto¬ 
mobile lending and lack of access to equitable financial services 
contribute to and exacerbate this racial wealth gap. 

Widespread racial discrimination in the market is not new and 
has been well documented over the past 30 years. African Ameri¬ 
cans and other consumers of color face discrimination in various 
ways when purchasing and financing a car. They are often charged 
higher prices, higher interest rates, and more expensive insurance 
rates on the basis of their race or ethnicity, and they are also tar¬ 
geted for predatory sales and repossession schemes. 

Racial bias also seeps into the industry by way of discretionary 
dealer markups and often indirect auto lenders fail to have controls 
in place to prevent discretionary markup-pricing disparities result¬ 
ing from car dealers’ racial bias, resulting in people of color being 
burdened with more expensive loans than white consumers. 

While much lending discrimination can be identified through sta¬ 
tistics, there is also evidence of intentional discrimination through¬ 
out the industry. In 2014 the Justice Department secured settle¬ 
ments with Auto Fare and Southeastern Auto Corp in North Caro¬ 
lina for engaging in reverse redlining. The dealerships targeted 
black consumers with unfair and predatory credit practices and the 
dealership operator expressed his view that African-American cus¬ 
tomers have fewer credit options, making them more likely to ac¬ 
cept predatory contracts. 

A recent 2018 study by the National Fair Housing Alliance used 
matched-pair testing in Virginia that showed that almost 63 per¬ 
cent of the time, borrowers of color received costlier loans even 
though they were more qualified than their white counterparts. 

Under this Administration, the Justice Department has retreated 
from Fair Lending enforcement against dealers, not surprisingly 
after the rollback of the critical 2013 CFPB Guidance we saw sev¬ 
eral lenders who had previously implemented flat-fee models, re¬ 
vert back to discretionary dealer-rate programs. 

What must be done? We ask Congress to enact robust legislation 
to increase protections for borrowers of color by prohibiting or sig¬ 
nificantly limiting discretionary dealer markups. We need more 
oversight over the Justice Department and the CFPB to under¬ 
stand why their enforcement activity has come to a grinding halt. 
And finally we need more transparency and data collection to help 
us get to better understand that the extent of discrimination across 
the auto lending industry. 

Thank you. 

[The prepared statement of Ms. Clarke can be found on page 42 
of the appendix.] 

Chairman Green. Thank you. 

Mr. Joshua Rivera, you are now recognized for 5 minutes. 
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STATEMENT OF JOSHUA RIVERA, DATA AND POLICY ADVISOR, 
POVERTY SOLUTIONS AT THE UNIVERSITY OF MICHIGAN 

Mr. Rivera. Chairman Green, Ranking Member Barr, and distin¬ 
guished members of the subcommittee, thank you for inviting me 
to testify today. I appreciate the opportunity to discuss auto insur¬ 
ance and affordability and the disproportionate impact of certain 
rate-setting practices on low-income and minority drivers. 

Our team at Poverty Solutions first got the idea to research auto 
insurance directly from Detroit residents; to our surprise, in con¬ 
versation after conversation with local stakeholders, the issue of 
auto insurance just kept coming up as a major poverty issue. 

When we started to look at the data what we found stunned us. 
Michigan has the most expensive automobile insurance in the U.S., 
with an estimated annual premium in 2018 of $2,610, almost dou¬ 
ble the national average. And with an average annual premium of 
$5,414, Detroiters fac the most expensive car insurance rates in the 
country. 

The sticker shock prompted us to research how the State got 
here in the first place. The resulting policy brief, “Auto Insurance 
and Economic Mobility in Michigan: A Cycle of Poverty,” docu¬ 
ments the problems and offers potential solutions for auto insur¬ 
ance reform in Michigan. I have included a copy of the policy brief 
with my written testimony for the record. 

Michigan is not alone in facing rising auto insurance rates. In 
2018, 184 million U.S. drivers, or nearly 4 out of every 5 drivers, 
faced a rate increase. In addition to Michigan, Louisiana, Rhode Is¬ 
land, and Florida also faced annual average premiums that are 
above $2,000. The U.S. Treasury Department’s Federal Insurance 
Office deems auto insurance unaffordable in areas where premiums 
exceed 2 percent of a zip code’s median household-income. 

Using recent data, we found that auto insurance rates represent 
more than 2 percent of median household-income in 97 percent of 
Michigan’s zip codes, yet the burden is substantially greater for 
lower-income and minority communities. 

In places like Flint, rates eat up between 8 and 24 percent of 
residents’ pre-tax income and we also found that rural communities 
were especially hit hard by high rates; this matters because these 
communities deal with particularly poor roads and they have to 
drive longer distances for employment, which makes affordable 
transportation matter just that much more. 

These costs make it harder for people to move up the economic 
ladder especially for low-income families, locked out of the auto in¬ 
surance market by a lack of affordable coverage options. Take the 
case of a family where the household head is above the age of 65 
and relies on Social Security as a primary source of income: in 
2018, the maximum monthly Social Security benefit was $2,788 a 
month, and it would take nearly 2 months’ worth of Social Security 
benefits to cover the annual cost of insurance in Detroit. 

Why are rates so high? There are many factors at play, from 
broader economic trends to rising health care costs and differences 
in State regulatory practices, yet one reason why rates vary so con¬ 
siderably between drivers is that insurance companies use non¬ 
driving characteristics such as gender, zip code, and credit scores 
to set premiums for customers. It is reasonable to ask whether the 
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use of non-driving factors in setting premiums is unfair and wheth¬ 
er there is potential for discrimination in rate setting. 

Of these factors, credit scores are by far the biggest cost drivers 
for consumers, with rates more than doubling for those of poor 
versus excellent credit, thus a single mother in Detroit with a per¬ 
fect driving record but bad credit could be charged one of the high¬ 
est auto insurance premiums in the entire country. 

What can be done? While numerous policy—to reduce auto rates, 
are typically from the purview of States, Congress has expressed 
interest in curtailing rate-setting practices at the Federal level. In 
our report we called on Michigan to curb the use of non-driving fac¬ 
tors in setting rates following the model of several other States 
that already do this. 

Prohibiting the use of all non-driving factors in rate setting may 
not be feasible as insurance companies must be able to develop ac- 
tuarially sound models, however, other States have struck com¬ 
promises on this. California, for example, has established reason¬ 
able rate-setting guidelines and prohibits the use of credit scores. 
Low-income drivers in cities pay nearly 60 percent more for auto 
insurance than high-income drivers. 

In Los Angeles, the gap is only 9 percent, likely due to regula¬ 
tions placed on insurers. And in Hawaii, where the use of credit 
scores has been banned since 1987, the commissioner of insurance 
testified before Congress in 2007 that despite the ban, markets re¬ 
mained competitive and healthy. 

In closing, with sensible reforms to our auto insurance policies, 
we can lower transportation costs and dramatically improve eco¬ 
nomic opportunity for families. Thank you, again, for inviting me 
to share my research findings with you. 

I would be happy to answer any questions. 

[The prepared statement of Mr. Rivera can be found on page 63 
of the appendix.] 

Chairman Green. Thank you. 

Mr. James Lynch, you are now recognized for 5 minutes. 

STATEMENT OF JAMES LYNCH, CHIEF ACTUARY, AND SENIOR 

VICE PRESIDENT, RESEARCH AND EDUCATION, INSURANCE 

INFORMATION INSTITUTE 

Mr. Lynch. Thank you. 

I would like to take a moment to thank you, Representative 
Green, and the entire committee for giving me the opportunity to 
speak today. 

My name is James Lynch. I am chief actuary and senior vice 
president of research and education at the Insurance Information 
Institute in New York. Founded in 1960, we are the trusted source 
of unique data-driven insights to inform and empower consumers. 

Our members include 8 of the 10 largest personal auto insurance 
writers in the United States. We provide objective, fact-based infor¬ 
mation about insurance, information that is rooted in economic and 
actuarial soundness. 

I am a fellow of the Casualty Actuarial Society, the leading prop¬ 
erty casualty actuarial organization in the world, and I serve on 
the Society’s board of directors. 
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I have more than a quarter century of experience in property cas¬ 
ualty insurance and reinsurance, and have held senior actuarial 
positions at QBE The Americas, and White Mountains Reinsurance 
of America. 

And today I would like to discuss how companies set rates for 
automobile insurance. 

Because of court cases and Federal legislation that stretch back 
decades, insurance companies are primarily regulated at the State 
level. Every insurance company must satisfy the laws and regula¬ 
tions of every State it operates in plus the District of Columbia, so 
most large insurers have 51 sets of laws to follow and 51 sets of 
regulators to satisfy. 

Every State regulates what insurers can charge for personal auto 
insurance. State laws ensure that rates aren’t too high because no 
State wants its consumers overcharged, or too low because if rates 
are too low, an insurance company might lack the funds to pay all 
the claims that it has said it will pay, and are lower for drivers 
who are less likely to be in a crash and higher for drivers who are 
more likely to be in a crash. 

The company can only offer a discount if it can show that the 
customer is less likely than the average customer to suffer an in¬ 
sured loss; it can only surcharge if it can show the customer is 
more likely than the average customer to suffer a loss. 

Insurers can’t change rates daily or weekly, the way a grocery 
store can change the price of a gallon of milk. They must notify the 
State, usually beforehand, what they intend to charge. In some 
States, the department of insurance must explicitly approve 
changes in advance. The result is that auto insurance is not priced 
according to the law of supply and demand; it is a cost-plus prod¬ 
uct. Insurers estimate what they will pay out in claims then add 
in expenses and a reasonable profit. 

In addition to State regulators, auto insurers operate in an ex¬ 
tremely competitive environment and an important part of that 
competition is to develop sophisticated plans that properly assess 
each customer’s likelihood of being in a crash. 

Insurers use teams of actuaries to figure out how to set rates. 
They look for characteristics that successfully predict the accident 
rate, the most famous perhaps is driving record; drivers who have 
avoided accidents for several years are less likely to be in an acci¬ 
dent in the future but driving record is not the only factor. The 
strongest by most accounts is location, which tells a lot about the 
number of vehicles per square mile, and just like with bumper cars, 
the more cars there are in an area, the more likely they are to 
crash into each other. 

There are certain things that is important to know about these 
rating variables. 

First, they work, they are effective at gauging the likelihood that 
a customer will be in an accident. 

Second, they are selected after rigorous actuarial analysis; every 
rating variable has been proven effective through analysis of actual 
data. 

Third, they are filed in advance with State regulators along with 
statistical proof of their effectiveness; in some States they must be 
approved in advance and they can’t be changed without going 
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through the same regulatory process. Any Federal effort to oversee 
rating variables will overlap rigorous efforts that States already 
undertake. 

Fourth, companies constantly review how effective these factors 
are. If they don’t work in the world, they are adjusted or aban¬ 
doned. 

Fifth, the factors can change over time and actuaries adjust 
those factors as a result, for example gender, is a well-known com¬ 
monly used variable and part of the reason it has been effective is 
that men drive more miles than women but that is changing. From 
1963 to 2013, the number of miles the average man drove in¬ 
creased by about a third but the number of miles the average 
woman drove increased nearly 90 percent. The predictive power of 
gender as a rating variable has changed because the more miles 
you drive, the more likely you are to be in a crash and women are 
approaching men and sometimes exceeding men in that respect. 

Sixth, insurers are constantly looking for new variables and 
when they find one, the new one can change how much emphasis 
is placed on the old ones. 

And last, but certainly not least, the setting of private passenger 
auto insurance rates is a color-blind process. Insurers do not gather 
information based on race or income nor do they discriminate 
against anyone on the basis of race or income and they do not ad¬ 
just the rates based upon any proxy for race or income. 

Thank you for your time. And I would be happy to respond to 
any questions you may have. 

[The prepared statement of Mr. Lynch can be found on page 57 
of the appendix.] 

Chairman Green. Thank you. And I thank all of the witnesses 
at this time. 

Let me yield myself 5 minutes. And I would like to start with 
something very basic. Do you believe that testing is a means by 
which you can determine whether discrimination exists in auto 
lending? If so, would you just kindly extend a hand into the air, 
I would like to make a record? 

I take it, Mr. Rivera, you do not believe that testing is a means 
by which we can determine whether discrimination exists? 

Mr. Rivera. The question in auto lending is a little bit outside 
of my purview so I will defer to the experts on auto lending. 

Chairman Green. You will defer. 

Mr. Lynch. I am in the same boat. 

Chairman Green. You will defer. 

Mr. Lynch. Auto lending is a little bit outside of my world. 

Chairman Green. Well, persons who claim expertise—Ms. 
Clarke, Ms. Cross, and Mr. Van Alst—indicate that testing is a 
good tool. 

With this tool, have we been able to validate the claims that this 
invidious discrimination exists as it relates to people of color and 
women? 

Let me start with Mr. Van Alst. 

Mr. Van Alst. Testing that has happened more recently, looking 
at auto finance, has certainly been consistent with the findings of 
other analysis. I am more familiar with the use of large data sets 
to identify discrimination that has taken place and the report that 
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you referred to earlier from the National Fair Housing Alliance, 
found similar results using testing. 

I will say in the auto arena, testing can be and is a good tool, 
but it is difficult, and in fact the National Fair Housing Alliance 
did have difficulty in getting straight information from dealers in 
order to make testing effective. 

Chairman Green. Have you found that it is the markup that be¬ 
comes the problem, the discretionary mark-up? 

Mr. Van Alst. I found that everything that is discretionary at 
the dealer level becomes a problem. We had certainly seen through 
litigation that these dealer interest-rate markups which are in ad¬ 
dition to the interest rates already set based on risk pricing led to 
discrimination, and I want to say that dealers are understandably 
defensive when you point this out, and the fact that we see evi¬ 
dence of discrimination doesn’t mean that dealers are necessarily 
overtly wanting to discriminate against races. I am sure, when you 
talk to dealers, they don’t want to do that but they have to quickly 
size up someone and decide how far they can push them and what 
we see from the data is that what winds up happening is they use 
race to decide how far they can push someone in terms— 

Chairman Green. Let me move to, Ms. Clarke, quickly. Ms. 
Clarke, give me your thoughts on the dealer markups, and we are 
talking about in addition to the pricing that has already taken 
place in terms of the lending? 

Ms. Clarke. So, matched-pair testing in the fair housing context 
has been a bedrock tool for identifying when landlords discriminate 
on the basis of race, ethnicity, or national origin and it is abso¬ 
lutely a powerful tool that can be used to identify when we are see¬ 
ing potential discrimination rear its head in the auto lending in¬ 
dustry as well. The National Fair Housing Alliance study that was 
released in 2018 did a very good job of deploying matched-pair test¬ 
ers out in Virginia and identified disparate treatment on the basis 
of race. Those black consumers who were exploring buying a car 
and accessing a loan were absolutely treated differently, they were 
given different information about the cost of loans, different infor¬ 
mation about the cost of the vehicle, different information about 
the markup, and we would not have been able to capture those dif¬ 
ferences in treatment unless we deployed in a very carefully con¬ 
trolled setting trained— 

Chairman Green. Ms. Clarke, I am going to— 

Ms. Clarke. — testers. 

Chairman Green. — have to ask you to wrap that one up and let 
me ask you another question that relates to the methodology used 
by the CFPB with surnames and geography to perform a study. 

Can you give us your opinion about that, please, in terms of it 
being valid or not? 

Ms. Clarke. In my view, these kinds of studies and tests are one 
factor among many that we should look at in identifying discrimi¬ 
nation. We do these kinds of analyses in the voting rights context, 
in the Title VII employment discrimination context, and once you 
have conducted an analysis that suggests you have identified dis¬ 
crimination, that is when you move further, you depose witnesses, 
you subpoena documents and get other evidence that might ulti¬ 
mately reveal and help you conclude whether or not you have a 
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lender engaged in unlawful discrimination, so it is one important 
factor. 

Chairman Green. Has any court invalidated the study that the 
CFPB performed? 

Ms. Clarke. I am not aware of any court that has invalidated 
this study and I appreciate some of the questions and concerns that 
have been raised but again this is just one factor that should be 
further corroborated by testimony and other documents; further 
analysis of data that may reveal unlawful discrimination. 

Chairman Green. Thank you. 

I now recognize Ranking Member Barr for 5 minutes. 

Mr. Barr. Thank you, Mr. Chairman. 

And let me start with just making an observation, and maybe it 
is just me, or maybe it is just central Kentucky in my congressional 
district, and I certainly defer to the expertise of the panel who have 
studied this issue with great intensity, in terms of what you have 
seen, in terms of discrimination, racial discrimination in auto lend¬ 
ing but in my experience, and again maybe this is just in my con¬ 
gressional district, I don’t know a single racist auto dealer, I don’t. 
I have never ever observed in my interaction with any auto dealer, 
a desire to not sell a car. 

And in arranging financing, my experience in actually listening 
to my constituents of all races, is that auto dealers want to arrange 
financing and get a car moved off their lot and in the possession 
of their customers, regardless of race. 

And what I would say also about the indirect lending model is 
that contrary to what we have heard today in a lot of the testi¬ 
mony, dealer-arranged financing helps, it doesn’t hurt, consumers 
and customers and it does so because the dealer has the ability to 
have the scale and the purchasing power to actually interact with 
banks in a way that the consumer cannot. 

The dealer has the ability to bring volume to a bank and arrange 
financing in a way that a cherry-picked customer cannot and so 
what I would say is remember dealer-arranged financing is a serv¬ 
ice, it is a service provided by the dealer that the customer may 
choose to use or choose not to use and no one is forced to use a 
dealer to arrange for financing, that is something that we haven’t 
heard in the testimony here today. A car buyer opts, chooses to use 
dealer-assisted financing, he or she as a result receives a signifi¬ 
cantly more convenient buying experience and can achieve a lower 
interest rate. 

Now, last Congress when we rolled back the CFPB’s Indirect 
Auto Financing Guidance, in no way did we amend the fair credit 
Laws or hinder their enforcement. In fact, the National Automobile 
Dealers Association encourages dealers to adopt a robust DOJ- 
based Fair Credit Compliance Program and under this program 
dealers are required to be able to demonstrate through documenta¬ 
tion any deviation in discount rates between individuals which 
must be based on legitimate business reasons. 

I just wanted to make that statement and I invite the panel if 
they disagree with that, to talk about that in your testimony later. 

But at this point let me move on to insurance and I want to first 
recognize my colleague from Michigan, the gentlelady from Michi¬ 
gan, for justifiably expressing concern about high rates in Michi- 
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gan. And Mr. Rivera, to that point and that issue in preparation 
for this hearing, I reviewed not only your testimony but also your 
report and op-ed on Michigan auto insurance rates that you re¬ 
leased in March. After reading that report, I thought you made a 
very compelling case for the Michigan State Legislature to recon¬ 
sider some of its policies, but nowhere in your written testimony 
did you mention Michigan’s No-Fault Auto Insurance Mandate that 
is paired with the only unlimited personal injury protection (PIP) 
requirement in the country. Your report states that this No-Fault 
PIP requirement currently accounts for 42 percent of the average 
premiums paid by the Michigan driver. 

On top of this, you state that Michigan does not impose a med¬ 
ical fee schedule resulting in the average auto accident claim in 
Michigan totaling over $75,000, which is more than 5 times the av¬ 
erage of the next closest State. Why is that information excluded 
from your testimony and don’t you think that may be why Michi¬ 
gan premiums are so high? 

Mr. Rivera. Well, thank you for the excellent question. And 
thank you for reading the brief. As you know, we attached the brief 
to the written testimony and for the purposes of the written piece, 
really wanted to focus on what is really one of two issues: one is, 
why are rates so high just generally, and that is around the med¬ 
ical cost State practices that we all know so well; but then there 
is a second question, which is, why do rates differ between people? 
And that is where we really thought we had to incorporate this dis¬ 
cussion around non-driving factors for the simple fact that you 
could get charged more if you lost your spouse, you could get 
charged more if you live in a rural area, and for factors like that 
we wanted to have a focus for the purposes of making sure that 
we also answered the prompt of the title of the testimony. 

Mr. Barr. Mr. Lynch, in my remaining time, why do insurance 
companies use credit scores? 

Mr. Lynch. Because they are very effective. They work and they 
are very good at predicting how likely a person is to be in an acci¬ 
dent in the coming 6 months or a year. 

Mr. Barr. Is it ever used as a single variable to determine a rate 
or is it part of a larger algorithm? 

Mr. Lynch. No. It is always part of a larger algorithm. 

Mr. Barr. And can you explain how consumers’ prices would be 
effective, if insurers were not allowed to use that? 

Mr. Lynch. Well, then, what would happen is that for some peo¬ 
ple and by some measures most people their rates would go up and 
for other people their rates would come down and it would come 
to an average. In the State of Michigan, the average rate would be 
twice the average in the typical State but what would happen is 
that your drivers who present less risk would be in essence over¬ 
charged and people who are at greater risk of being in an accident 
would be undercharged. 

Chairman Green. The gentleman’s time has expired. The Chair 
now yields to the Chair of the Full Committee, Chairwoman 
Waters. 

Chairwoman Waters. Thank you very much, Mr. Chairman. 

Since 1991, academic studies have demonstrated that when auto 
dealers have the discretion to mark up the interest rate on auto 
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loans, non-white borrowers are disproportionately harmed. Nearly 
2 decades ago, the National Consumer Law Center brought several 
successful class actions that revealed racial disparities in dealer 
markups of interest rates. 

I would like to ask, I think it is Mr. Van Alst, to describe this 
academic research and how prevalent such discriminatory markups 
happen; are you familiar with the research that was done? 

Mr. Van Alst. Yes. We were co-counsel in 12 cases that were 
litigated between 1998 and 2007. We analyzed millions of trans¬ 
actions. We coded these transactions for race based upon driver’s 
license data. At the time we were involved in these cases, 14 States 
collected race information for driver’s licenses and we were able to 
therefore code these transactions by race. This is something that 
can’t be done today. I know we have had lots of discussion about 
data and lots of folks have indicated an interest to have good and 
accurate data, working on these problems but currently the Equal 
Credit Opportunity Act prohibits the collection of race data in these 
transactions and so we can’t replicate today the same analysis that 
was done at the time this litigation took place. 

Chairwoman Waters. What year was this done? 

Mr. Van Alst. This was between 1998 and 2007 and so that is 
not only us but enforcement entities and States as well are both 
prohibited from collecting this data and prohibited from using that 
data because they don’t have it, towards enforcement and this is 
a great hurdle whether we talk about State enforcement in this 
area or Federal enforcement, without the data, without knowing 
what is happening, we are forced to rely on—as has been pointed 
out—measures that are perhaps slightly less accurate than if we 
had good data about the race of people involved in these trans¬ 
actions. 

Chairwoman Waters. Do you have any studies or information, 
not polling data but stories that have been told by individuals 
about what happened to them when they went to purchase a car? 

Mr. Van Alst. I have reams of stories about abuses that people 
suffer when they go to purchase a car both from the time when I 
worked at Legal Services and since then when I have dealt with 
attorneys across the country, however very few consumers know 
that they have been discriminated against in terms of financing. 
This is not something that you can see, you can’t tell that you were 
marked up 3 percent, your financing was, and the next person 
wasn’t marked up at all, consumers have no way of knowing that 
this is happening to them, so I hear stories about all sorts of other 
things but consumers can never know that this is being done to 
them. 

Chairwoman Waters. But there are many stories in the African- 
American community about how they were treated when they went 
to buy a car and now, some African-American consumers will ask 
someone to go with them because of the way they have been basi¬ 
cally abused, they have been bullied, they have been lied to, and 
so these stories are legendary about what happens to African 
Americans and women when they are trying to purchase a car. 

And I know that the members of this committee, every member 
of this committee has heard these stories about what happens 
when women and people of color and African Americans go to pur- 
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chase a car. So I wanted to find out a little bit about that study 
and perhaps what we need to do to keep proving, to keep giving 
the information because it is not that this is not happening, it is 
because the auto dealers have a lot of influence in this Congress, 
and Members who believe it is their responsibility to protect the 
automobile dealers and not the consumers and so this is a very dif¬ 
ficult issue. 

You saw what happened before when it came before this com¬ 
mittee and you saw how they rolled out the lobbyists, how they put 
the money into the campaigns, and you saw the results coming out 
and so this is difficult work and we have to keep doing it, we have 
to keep finding ways to get more information and not just rely even 
on the stories that we hear oftentimes but the fact that this has 
to change. 

I yield back the balance of my time. 

Chairman Green. The gentlelady yields back. 

The Chair now recognizes the gentleman from Florida, Mr. 
Posey, for 5 minutes. 

Mr. Posey. Thank you, Mr. Chairman, and Ranking Member 
Barr, for holding this hearing today. There is no place for discrimi¬ 
nation against any American citizens. Allowing discrimination to 
persist would dishonor those who fought so bravely to defend our 
nation and currently are online to do so, we all abhor discrimina¬ 
tion clearly. 

For today’s hearing I think we ought to follow the principle of 
evidence-based decision-making. Evidence-based decision-making 
encourages us to look beyond first impressions, not for the purpose 
of dismissing concerns but to reach a deeper understanding on why 
something is the way that it is and that is what we must do to 
solve problems like we have before us today. That is the spirit I 
believe we ought to have in approaching today’s hearing; we must 
collaborate to see the full story with respect to auto insurance and 
markups of auto insurance interest rates. Often, there is more 
going on than first impressions might tell us. 

Perhaps a solution is something different than calling the usual 
cast of regulators and sending them forth. We would all find it rea¬ 
sonable that a business seeking profits probably shouldn’t care 
about ethnicity, age, or gender of their customers. Clearly, a busi¬ 
ness shouldn’t make any more money by merely charging more for 
certain groups and market economy with competition we have in 
this country, ought to result in a person taking his business else¬ 
where and for businesses competing for this business to offer him 
a better deal than someone who discriminates. Now, that is how we 
expect the markets to work and our competition usually drives 
down prices for everyone. 

For the panelists, if the differences we see in the auto insurance 
rates in the interest markups are solely due to ethnic, age, or gen¬ 
der bias, why doesn’t the marketing competition drive these prac¬ 
tices out of existence? 

And we usually start from left to right, so let us start from right 
and go back left today. 

Mr. Lynch. That is your right? 

Mr. Posey. Yes. 
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Mr. Lynch. Okay. So insurance companies—a lot of the discus¬ 
sion today has involved the use of the word “discretion,” and once 
insurance companies have made their determinations based upon 
the risks that they see and the data that they observe year in, and 
year out, once those rates are set for automobile insurance, the 
world of discretion ends; there is no discretion left, the rate is what 
the rate is and it is based upon the characteristics that any cus¬ 
tomer presents and those and all of those have been linked to high¬ 
er or lower propensity to be in an accident and that is simply how 
insurance is priced and how insurance is done and once that is in 
place, in auto insurance there is no more discretion. 

Mr. Posey. Okay. Thank you. 

Mr. Rivera? 

Mr. Rivera. Hello, thank you for the question. Some of the fac¬ 
tors used in auto insurance have been found to not be correlated 
with risk. There are certainly non-driving factors you want to con¬ 
sider; they need to be included for insurance companies to have 
sound rates. A good example of this is gender, the way in which 
it is treated has been found in research to vary from company to 
company in which sometimes you get a discount, and other times 
you get charged a little more. It also varies by State and it is this 
inconsistent application that could be potentially unfair for the con¬ 
sumer going from one State or another to have their gender matter 
differently, as one potential way in which risk might not be fair. 

Another is the use of things like credit scores. I agree with my 
colleague that credit scores are not correlated with race but we 
have to ask the question, why people of color are disproportionately 
represented in the ranks of Americans with poor or no credit and 
it is not because they lack financial skills, it is because of systemic, 
sometimes implicit discrimination that happens elsewhere in the 
market that ends up showing at things like credit scores. 

So I would say well, I think there are compromise factors looking 
State to State they have looked at it, there are certainly some fac¬ 
tors that deserve a little more scrutiny for thinking about what 
their basis really is, and I think for insurance companies them¬ 
selves, that transparency is not always available to consumers. It 
is often very hard to get information about what factors they are 
using and one of the biggest factors that can weaken a good free 
market is imperfect information. 

Mr. Posey. Thank you. 

Ms. Clarke? 

Ms. Clarke. The foreclosure crisis and resulting recession re¬ 
sulted from us relying on the market frankly and from insufficient 
oversight and regulation on banks that were peddling sub-prime 
and predatory mortgage products to consumers, many of them peo¬ 
ple of color. Likewise, in the auto industry, we don’t want to return 
to that era. We need strong Federal oversight and regulation to en¬ 
sure that consumers are being treated fairly and equitably and 
most importantly to ensure that practices like markups are not 
rearing their ugly head. 

Mr. Posey. Thank you. 

Ms. Cross? 

Ms. Cross. One reason perhaps that the market hasn’t corrected 
this so to speak is because a lot of times borrowers with poor credit 
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histories or in areas of other disadvantaged situations know that 
they have no other option and that puts them in a very vulnerable 
state when they go to buy a car and to get financing, to be kind 
of at the will of creditors who know that they are able to take ad¬ 
vantage of that situation. 

Mr. Posey. Okay. 

Mr. Van Alst. Another reason that competition hasn’t cured 
these problems is that this is not a transparent and clear market¬ 
place; you have to actually spend hours at the dealership to even 
find out what terms you will eventually be offered, typically you 
have to have already gone through the sales process back at the 
F&I Office before you can even find out what sort of finance terms 
are going to be offered, so it is much more difficult to do compari¬ 
son shopping unless you are prepared to spend days and days to 
try to go from one dealer to another. 

Mr. Posey. Thank you, Mr. Chairman. 

Chairman Green. The Chair was quite liberal with the time; the 
gentleman yields back. 

The gentlewoman from Michigan, Ms. Tlaib, is recognized for 5 
minutes. 

Ms. Tlaib. Thank you, Mr. Chairman. 

Thank you so much, Mr. Rivera, for being here. Would it surprise 
you to know that a driver with a DUI and a good credit score will 
pay less for auto insurance than a driver with no DUI and a good 
driving history who has a decent credit score, not so great? 

Mr. Rivera. When I found out I was shocked, yes. 

Ms. Tlaib. Tell us a little bit more about that? I want you to tell 
people here, the non-driving factor, the use of a credit score, a per¬ 
son who committed DUIs who has a really bad driving history com¬ 
pared to somebody who doesn’t have a great credit score but for the 
fact that—and let me tell you I have seen people’s credit scores im¬ 
pacted by the fact they have become a widow, that they are retired, 
I know a woman who worked at Beaumont Hospital for 25 years, 
had been driving for 55 years, and when she retired, her car insur¬ 
ance went up $350, and when she called, they said it was because 
her credit score was impacted, however she is driving less, she is 
not getting any tickets, so how is this legal? How is this possible? 

Mr. Rivera. Yes. So some of the research has said that one of 
the reasons why credit scores are a factor is it predicts the likeli¬ 
hood of a claim but we really need to unpack that. Why do folks 
with low credit scores need to make a claim? And the answer to 
that is, think about the situation that gets you to there in the first 
place; for many Americans, their credit score is influenced by fac¬ 
tors outside of their control, a family emergency, loss of a spouse, 
getting behind because of the high cost of college or education, and 
for those— 

Ms. Tlaib. But Mr. Rivera, they are saying if somebody has a 
low credit score, the likelihood of them committing a fraudulent 
claim is higher, so they are saying because they are poor, because 
they have a low credit score, the likelihood of them committing a 
crime is higher, isn’t that discrimination? 

Mr. Rivera. Yes, I believe so. It disproportionately impacts low- 
income, working-class families. 

Ms. Tlaib. That is right. 
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So Mr. Lynch, there are two drivers, true fact, who can talk to 
each other from across the street in their driveways, they are the 
same age, they have the same driving history, the same car, the 
same credit score, what I can’t figure out is why a driver who lives 
in Detroit on the side of Mack Avenue gets quoted double the price 
for basic minimum coverage than a driver who lives right across 
the street on Mack Avenue on the Grosse Pointe Side? 

Mr. Lynch, can you explain why it is determined by the auto in¬ 
surance industry that that side of the street pays $3,000 more per 
year than the driver in the Grosse Pointe area? 

Mr. Lynch. That is because of the way that the territories have 
been drawn and those— 

Ms. Tlaib. But you are basing it on zip codes, right, not driving 
history and driving record, say it, you are using— 

Mr. Lynch. It is being— 

Ms. Tlaib. — zip codes. 

Mr. Lynch. — based upon the territory which is the zip, the— 

Ms. Tlaib. Zip codes. 

Mr. Lynch. — codes are usually used to determine what the terri¬ 
tories are, those territory factors, the boundaries of them, are being 
constantly reevaluated by insurers and in fact one of the things 
that insurance companies are trying to get a better handle on, is 
something called, I think it is called geospatial coding which is the 
use of the exact longitude and latitude to set rates so that some 
of those— 

Ms. Tlaib. Mr. Lynch— 

Mr. Lynch. — discrepancies— 

Ms. Tlaib. We call that redlining. It is a discriminatory practice 
to base it not solely on people’s driving history. And the non-driv¬ 
ing factors are hurting families. 

And I really do have a question for Mr. Rivera because I have 
limited—Mr. Rivera, what research did you find in the difference 
between the rates between zip codes? Because I know according to 
the Consumer Federation of America, a zip code in Detroit with an 
8 percent white population adjacent to zip codes with 85 percent 
white population pays 65 percent more in auto insurance, is that 
correct? 

Mr. Rivera. That is correct. 

Ms. Tlaib. For instance, even though we are talking about this 
being a white-black issue, and we have talked about this, I don’t 
see this as a white-black issue anymore, I am talking to people and 
it is true, African Americans in my district pay a lot more but what 
I am showing now is that 97 percent of Michigan’s zip codes pay 
unaffordable car insurance rates. 

This has nothing to do with no-fault. These are non-driving fac¬ 
tors. They are using gender and Mr. Rivera, when you talked about 
gender, I was a little taken aback, you are saying that someone, 
a woman and a man, you are using that as a factor in calculating 
rates, not where a person works, and you asked us where we work 
and you calculate the length of the driving between your home and 
your workplace, so why isn’t that used? Why are gender and peo¬ 
ple’s marital status and their credit score being used to calculate 
rates? 
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Mr. Rivera. Well, from my perspective, they shouldn’t be. They 
are being used because insurance companies think that those folks 
will file more claims and they want to charge them more and the 
unfortunate effect of this is that the people who need the cheapest 
auto insurance the most, are the ones who get charged more and 
those in relatively wealthy areas, relatively wider areas who have 
relative privileges, get charged less, despite the fact that they could 
afford it. 

Ms. Tlaib. And lastly, Mr. Chairman, if I may, I did pass out 
and ranked so you all can see this is not just a Michigan issue, but 
car insurance rates are high risk especially with a lot of our resi¬ 
dents. The use of non-driving factors is really putting more people 
into poverty and it is something that our families are facing every 
single day. And so, I did pass out the ranking from Florida to Ken¬ 
tucky to New York and Ohio. 

So I hope my colleagues consider this as they look at the bill that 
I have right now, that prohibits the use of credit scoring in calcu¬ 
lating car insurance rates. 

Thank you, Mr. Chairman. 

Chairman Green. Thank you. The gentlelady’s time has expired. 

The Chair now recognizes the gentleman from Georgia, Mr. 
Loudermilk, for 5 minutes. 

Mr. Loudermilk. Thank you, Mr. Chairman. 

I thank everyone on the panel for being here today. This is an 
issue we need to address but it is an interesting issue, in that most 
if not all of our States by law require drivers to have some form 
of auto insurance, and as someone who has recently been involved 
in a very bad accident, was hit by someone who had no insurance, 
it is obvious to me why we do require people to have insurance. 

On the other hand, insurance is not a one-size-fits-all thing, and 
what I found through my experience in life is when you have a one- 
size-fits-all, it is only one very narrow segment of a consumer base 
that it fits; everyone else is then harmed in some way or the other 
because it doesn’t fit where they are and insurance is one of those 
areas that I see that with one-size- fits-all, is generally going to 
raise the price for everyone and when that price goes up, those who 
come from low-income families, as I grew up, are harmed the most, 
and so that is my concern of where we are going in all of this and 
my serious concern over the proposed bill. 

Mr. Lynch, I understand we do use credit ratings which, from the 
information that I have derived, is a fairly accurate way of—not 
the sole way but a way of helping to determine a risk factor be¬ 
cause insurance is all about risk. I remember growing up that if 
you were a male, you were going to pay more in car insurance up 
until you were 25-years-old; I don’t know if that is still the case. 
I remember when I turned 25, that was a magic age of, now I get 
cheaper insurance, and it happened, even though my wife, she was 
already you know, she was a less risk her car, she paid a little less 
on it because I guess statistics showed that men had a little heav¬ 
ier foot than women did. 

The point I have is—my understanding of the rates in insurance 
are based on multiple risk factors because you do not have a crys¬ 
tal ball, you cannot sit down and predict if someone is going to 
have an accident at some time and is it going to be their fault so 
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you have to have tools and I know it has been touched on already, 
but how does the credit rating apply in helping to make those de¬ 
terminations of risk as you also use other tools, how do they work 
together? 

Mr. Lynch. It is a type of analysis that actually has become a 
lot more sophisticated in recent years. One of the things that actu¬ 
aries have gotten really good at is understanding how those indi¬ 
vidual rating factors interact and overlap or miss each other and 
so they adjust rates for that, so for example when you see the kind 
of a one-way analysis that you have seen with gender rating in par¬ 
ticular, where you take six factors and hold them constant and 
then only change gender, when you go from community to commu¬ 
nity, that does give you a window but you can’t project forward and 
extrapolate that experience to all women who are drivers. 

Mr. Loudermilk. Right. 

Mr. Lynch. You can’t do that because you haven’t done anything 
to take into account that interaction. I can also state that all of 
these variables, all of them are constantly being reassessed by in¬ 
surance companies. Gender was one that specifically insurance 
companies are currently looking very closely at because we are 
starting to understand the nature of gender identification in a very 
different way that we did even 10 years ago. And insurance compa¬ 
nies have their eyes open, and they see those things as they are 
happening. And so they are working hard to make sure that their 
rating plans take that into account. 

And then as women have been driving more in recent years, that 
relationship between men and women, which at one time was 
thought to be exclusively because men have a heavier foot than 
women, it actually is being shown to be at least in some of the 
cases it appears to be just the number of miles being driven. 

Mr. Loudermilk. Okay. 

Mr. Lynch. The number of miles you are on the road tells you 
how likely you are to be in an accident, which is kind of a— 

Mr. Loudermilk. Don’t most States who have the predominant 
regulatory impact on insurance require that you only use risk- 
based factors in determining— 

Mr. Lynch. Yes. 

Mr. Loudermilk. Okay. 

So quickly, Mr. Rivera, you revealed that there may be some dis¬ 
crimination in the actual credit reporting which is not directly ef¬ 
fective on the insurance agency, shouldn’t we focus on that, not 
eliminating the insurance companies from using something that is 
a tool, address the discrimination on the credit report side not 
eliminate their ability to use a tool? 

Mr. Rivera. I think it has to be examined because just because 
something is a risk factor, it doesn’t mean that the reason for why 
it creates a risk factor is justifiable. In the case of credit scores, it 
might be correlated with risk, but you want to unpack it and I 
think as you know, I have kind of talked to today, some of the rea¬ 
sons for why it can become a risk factor are actually reasons that 
we may not want to penalize when it comes to pricing, there are 
certain consumers. 

Mr. Loudermilk. Thank you. I yield back. 

Chairman Green. The time has expired. 
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The Chair now recognizes the gentlewoman from Ohio, Mrs. 
Beatty, who is also the Chair of our Subcommittee on Diversity and 
Inclusion. She is recognized for 5 minutes. 

Mrs. Beatty. Thank you very much, Mr. Chairman. 

And thank you to all of our witnesses here today. 

I am not sure where I should start with this, after reading every¬ 
one’s testimony. Certainly, I associate myself with much of every¬ 
thing that Congresswoman Tlaib has said. 

You probably can tell by our tone that it is a subject that we 
want to weigh in on very much because when you talk about dis¬ 
crimination in any field, when you talk about disparities that we 
should be able to change, when you cite information in testimony 
and reports that oftentimes don’t match up or you highlight things 
that don’t make sense, it puts me on pause of, where do I start? 

So Mr. Rivera, you are up first. In your report you cited the find¬ 
ings by the Federal Insurance Office that nearly 19 million people 
live in zip codes where auto insurance is unaffordable, 19 million 
people out of 327 million people, meaning about 6 percent of the 
American people live in zip codes with unaffordable insurance. 
Now, you also stated, if we compare that with Michigan where you 
state 97 percent of the people live in zip codes with unaffordable 
insurance, now, you know, I am from Ohio, so I am not picking on 
you because it is Michigan, I am just giving you back what you 
gave to us, this to me seems like a Michigan problem. Why should 
we use Michigan, with its deeply flawed system, as evidence that 
the Federal Government needs to usurp State laws and change 
how insurance rates are calculated, explain that to me? 

Mr. Rivera. Of course. There are two questions there that I will 
think through. 

The first is that the question of jurisdiction is a question that I 
will leave open to Congress and it is not the subject of my exper¬ 
tise. 

The second is, I can provide recommendations for what could be 
done at any level of government. And I think Michigan is the ca¬ 
nary in the coal mine; I don’t think it is alone. You see rising insur¬ 
ance rates throughout the country and you see working-class driv¬ 
ers struggling to pay rates. And a part of that factor is the use of 
non-driving factors. 

So as Congress considers the policy levers in front of it, we have 
attempted to provide the best evidence for the case for or against, 
looking at those factors. 

Mrs. Beatty. Okay. Mr. Van Alst, let me just say, any time we 
are using zip codes, that poses a problem to me. People should not 
be judged, in my opinion, by their zip codes, their addresses, and 
where they live, but there was a bill that came up in our 114th 
Congress where we dealt with this, and it was a system that was 
used, the Bayesian Improved Surname Geocoding (BISG) method¬ 
ology, and it used race and zip codes, so let me ask you, between 
2003 and 2007, the National Consumer Law Center settled for 
more than $100 million on related class-action suits so I am going 
to ask you, did you use the BISG Methodology in that suit and if 
not, what did you use? 

And part of the reason, it was interesting as I was reviewing 
some of the testimonies here, I plugged in my surname and every- 
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thing they asked me for, and it came up that there was an 80.24 
percent chance that I was white. Now, clearly, saying there was an 
80 percent chance that I was white by that zip code, the system 
is flawed when you do that, and conversely for a whole lot of people 
it would come up and actually maybe they are poor and maybe that 
they do live in an area and it will work against them and so I am 
curious, what system do you use? Because I am going to plug my 
name and address in and see what happens. 

Mr. Van Alst. In our litigation, what we actually did was pull 
race data that folks reported themselves to their State DMV or 
RMV when they got their driver’s license. At the time we were 
doing our litigation, there were 14 States in the U.S. that collected 
race data, and because people move around, we were able to use 
that data to get statistically significant results in a number of 
States beyond those 14. That is no longer the case, those States no 
longer collect race data. There are issues with using surname and 
geocoding as a proxy for race. I think the CFPB and others cer¬ 
tainly agree that there are issues with that unfortunately because 
the Equal Credit Opportunity— 

Mrs. Beatty. I am going to have to stop because my time is run¬ 
ning out, and I just want to quickly say, it works two ways because 
it could not only hurt African Americans but also benefit folks who 
might not be a minority, who live in a minority neighborhood. 

Thank you, Mr. Chairman. And I know my time is up. 

Chairman Green. The gentlelady’s time has expired. 

The gentleman from Ohio, Mr. Davidson, is recognized for 5 min¬ 
utes. 

Mr. Davidson. Thank you, Mr. Chairman. 

And I thank our witnesses. 

And following my colleague from Ohio, I have a similar observa¬ 
tion about the difference between Ohio and Michigan, and we are 
not talking football but with insurance. If you look at the con¬ 
sequences. Ohio is less than half the cost for comparable coverage, 
and we are here talking about laws and public policy because laws 
and public policy have consequences and you can see clear dif¬ 
ferences in the policy requirements to write a policy in Michigan 
versus to write a policy in Ohio and that is embedded in the price. 

I have appreciated the education in preparation for this hearing 
and in the dialogue here about other factors that are going into the 
pricing and I guess some differences of opinion about how those 
factors are affecting the price. 

But Mr. Rivera, at the core, when you write a policy in Detroit, 
and you write a policy in Cleveland, Ohio, they are demographi- 
cally very similar, so isn’t the core price difference between the two 
States the content of the policy? 

Mr. Rivera. Well, certainly State-by-State trends impact the cost 
of auto insurance but for drivers in both Toledo and Detroit, their 
credit score or their gender can also impact their price, which is 
something that they share in common. 

Mr. Davidson. Okay. So there are factors that can influence it. 

But Mr. Lynch, as you look at these generic things like sex, gen¬ 
der, zip code, things like that that are not personalized, when you 
look at the rate differences on insurance, there are some people 
who are advocating for, everybody gets a policy, you get a policy 
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and you get a policy and you get a policy, and it doesn’t really mat¬ 
ter what your driving records are like and we just want to average- 
price it, so everybody shares the risk which produces more risk in 
the pool and no one could be denied the ability to buy insurance 
or even have to pay a higher price. 

Why would we do that? Why wouldn’t we say, you are a safe 
driver so you will pay less than somebody who is not a safe driver? 

If someone has 5 speeding tickets and a DUI, isn’t it rational 
that this person would pay more then somebody who has never had 
a moving violation? 

Mr. Lynch. Well, driving record is used to evaluate whether a 
person is a good risk. It is one variable, but it is not the best pre¬ 
dictor of risk, and that is a simple fact. 

I did a simple one-off analysis about the percentage of cars that 
were in an accident and the percentage of people who get a moving 
violation in a year. And I figured out that about 75 percent of 
Americans probably got a discount for good driving because they 
haven’t had either of those happen in the last 3 years. So that 
would be 3 out of 4 people in this room getting that discount and 
there is a lot more to whether you are going to be likely to be in 
an accident than that. 

I have talked to some people, and that is actually kind of reflec¬ 
tive of what the industry really is. The strongest predictor, the ab¬ 
solute strongest predictor is the number of cars in a territory, be¬ 
cause the more cars there are per square mile, the more likely they 
are to bump into each other. And I live in New Jersey where we 
have about the highest rates in the nation and we have the highest 
vehicle density in the nation and that is no coincidence. 

Mr. Davidson. Right. So when you do that, even though you 
have all these other factors for the individual, you inherently have 
to come back to something like zip code, something like who drives 
through this area here and what kind of vehicle, the price for in¬ 
surance for certain types of vehicles, that influences what kind of 
car you drive, that also affects your rate, correct? 

Mr. Lynch. Depending on the package of coverages of auto insur¬ 
ance, that can make a significant difference. Obviously, it costs 
more to have first-party coverage on, say, a $50,000 car than it 
does on a car that you got secondhand for $1,000 or $2,000 or 
$4,000. 

Mr. Davidson. Correct. And then my understanding is when you 
look at data analytics and of the panelists it seems that your orga¬ 
nization would be in the best position to offer perspective on the 
data that is collected. Data is increasingly monetized. And I as¬ 
sume many of your companies are purchasing and acquiring data 
that allows for highly personalized pricing based off of a whole va¬ 
riety of data analytics. 

Can you comment on that please? 

Mr. Lynch. Well, yes. Data is critical and data is very expensive. 
It is very expensive to prepare the dataset, it is very expensive to 
preserve it. We did some work in the State of Florida and just 
cleaned up a small database of only about 300,000 records which 
is quite small and only about 10 variables and it cost us $15,000 
for about 3-months’ worth of work at the Triple-I. 
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It is very expensive to maintain a dataset, and companies don’t 
do that unless they can get actionable and important information 
from it. And that is why we developed the sets of rating factors 
that we developed; if it wasn’t necessary to do that, in all likelihood 
it wouldn’t happen. 

Mr. Davidson. Thank you. 

My time has expired, and I yield back. 

Chairman Green. The gentleman’s time has expired. 

We will now recognize the gentlewoman from Texas, Ms. Garcia, 
for 5 minutes. 

Ms. Garcia of Texas. Thank you, Mr. Chairman. And thank you 
for putting this hearing together. I think it is a very important 
topic and I know that as a former Legal Aid lawyer in the con¬ 
sumer section, I certainly understand a lot of the issues that face 
particularly a lot of working-class people in my district, and it is 
sad to note that these issues were there many years ago and they 
are still here today. 

So thank you to all the panel for being here because this is some¬ 
thing that directly impacts so many of us in and around Texas. 

But Mr. Chairman, I know that my colleague from Michigan has 
followed this issue because she is after all from the place where the 
cars are built, so I yield the rest of my time to my colleague from 
Michigan, Ms. Tlaib. 

Ms. Tlaib. Thank you so much. 

So Mr. Lynch, why does marital status have anything to do with 
somebody’s driving history or driving record? 

Mr. Lynch. It is one of many factors that insurance companies 
have looked at, in that case, over the course of decades and deter¬ 
mined that in certain conditions and in combination with other fac¬ 
tors, it can make a difference as to how likely a person is to be in 
an accident. 

Ms. Tlaib. So Mr. Rivera, one of the things that I talked about 
is obviously the use of credit scores and the fact that I think a lot 
of my colleagues on both sides are agreeing that there is some 
flawed system to credit scoring, and I appreciate them saying that. 

I will tell you a story about somebody in my district who, at a 
very young age, went and served our country, and came back, and 
of course didn’t build up their credit, through no fault of their own, 
and is trying to build up their credit as they come back after serv¬ 
ing, after driving Humvees in Iraq. And they come here and they 
try to get car insurance and their credit score is being used as a 
factor—not where they live, the distance between their job and 
their workplace or any other driving history because they have 
been driving since they were 16. 

Again, I really want to unpack this idea around the use of non¬ 
driving factors because I do think even if we fix whatever other 
issues are going on, there are layers of issues when it comes to in¬ 
surance coverage on home and auto but this use of non-driving fac¬ 
tors, to me, is a really dangerous loophole in that we on the Fed¬ 
eral level have a responsibility to push back against especially cor¬ 
porations using these factors because they are a factor to get 
around obviously the accountability of making sure it is fair and 
just for everyone. 
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And as a woman, as soon as I am divorced, my credit score drops, 
even though I am still making the same amount of money—it just 
drops. The use of credit scores to me is extremely dangerous. 

And I want Mr. Rivera to really dive in and talk about this un¬ 
packing, around the use of credit scoring. 

Mr. Rivera. Yes. Well, in many instances it can be egregious, 
particularly when you think about, a credit score is not just a re¬ 
flection of your financial acumen, it is a question of what oppor¬ 
tunity you have in the market. And in many hearings that I have 
been to before this very committee, there is rampant evidence of 
discrimination and a whole host of markets that lead one to have 
a bad credit score. 

I will give you one example of something that is just down the 
block from me, there is something called L.A. Insurance. They used 
to sell 7-day insurance, it was a way of charging you an extremely 
expensive package just so you can meet your obligations to this 
State and then when the State took action against 7-day insurance, 
they started selling 6-month insurance. And if you called them, 
they said hey— 

Ms. Tlaib. Thirteen days, too. 

Mr. Rivera. Thirteen days. And if you called them and you got 
on the phone with them, like I did, you would ask, hey, do I really 
need to have this for 6 months? And they kind of say, no, cancel 
it after this, once you send us the check. 

So in many ways, minority communities, low-income commu¬ 
nities, just get up-charged every step of the way before they even 
get to the auto insurance policy and so it is only salt in the wound 
when the credit score is used again to determine their rate. 

Ms. Tlaib. So Mr. Lynch by and large, the insurance industry 
has never admitted that communities of color actually pay more for 
their car insurance, in fact they often become downright defensive 
about it. According to the balance in 2014, the National Association 
of Mutual Insurance Companies sent a letter—and I have it here 
and I would like to submit it for the record. 

The Federal Insurance Office insinuated that people of color can 
afford to pay more for car insurance because—wait for it—they 
spend money on their pets, toys, alcohol, tobacco, and recording 
equipment. Is that true? 

Mr. Lynch. What are you asking? 

Ms. Tlaib. Do you know about this letter? 

Mr. Lynch. I had nothing to do with composing that letter. But 
that letter does exist. And the minute I saw it, I thought, what 
could you possibly be thinking, that is not the— 

Ms. Tlaib. But doesn’t that— 

Mr. Lynch. —way— 

Ms. Tlaib. —already ensure— 

Mr. Lynch. —the world operates. 

Ms. Tlaib. And I am sorry, Mr. Chairman, doesn’t that already 
ensure they are using discriminatory—they are thinking of my peo¬ 
ple of color, in America, in this way, that they would, to use that 
as a basis. 

Mr. Lynch. I get where you are coming from, I really do because 
when I saw the hole it put in your stomach, it put it in mine as 
well. 
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But I can tell you that the insurance industry doesn’t operate 
that way and that was just an unfortunate and gross exception to 
the way that the industry normally operates. And you know what? 
We had nothing to do with that statement but I personally and sin¬ 
cerely apologize that any person here was subjected to that kind 
of thinking. 

Ms. Tlaib. Well, Mr. Lynch, I— 

Chairman Green. The gentlewoman’s— 

Ms. Tlaib. — appreciate that you acknowledge that. 

Chairman Green. —time has expired. But please— 

Ms. Tlaib. I do ask, Mr. Chairman, unanimous consent to insert 
for the record the letter— 

Chairman Green. It will be admitted, as well as your other docu¬ 
ment styled, “Auto Insurance Rate Oversight and Reform Sub¬ 
committee Members State by State.” Do you desire to have that in 
the record? 

Ms. Tlaib. Thank you, yes. 

Chairman Green. Without objection, it is so ordered. 

The Chair will now recognize the gentleman from Tennessee, Mr. 
Rose, for 5 minutes. 

Mr. Rose. Thank you, Chairman Green, for calling this hearing. 
And I appreciate the opportunity to hear from the witnesses today. 

I understand my colleagues’ concerns about the high prices in 
Michigan and concern that those prices may be impacted by certain 
demographics, by non-driving factors like income level, but Cleve¬ 
land and Detroit are fairly similar in terms of demographics and 
income level yet Cleveland has dramatically lower insurance pre¬ 
mium rates. According to Mr. Rivera’s report, in Cleveland the av¬ 
erage annual insurance premium is $1,277, while in Detroit the av¬ 
erage premium is $5,414. 

Mr. Lynch, can the conditions that you have described in Michi¬ 
gan such as the no-fault insurance law partly explain the difference 
in insurance rates between Cleveland and Detroit? 

Mr. Lynch. That is an enormous part of the difference. No-fault 
automobile insurance—when actuaries look at all the different 
States, they look at the State of Michigan completely separate from 
the rest of the country because the laws there are drawn differently 
for auto insurance than they are anywhere else, and that is just 
a statement of a projective fact, it is not a value judgment. It is 
the most generous system in terms of claim payments. 

For a no-fault auto insurance claim, the limit on payments is in¬ 
finity, it can be $5 million, it can be $10 million, it can be $20 mil¬ 
lion. And there are claims that come through of that size. 

In other States where no-fault exists, and it doesn’t exist in most 
States, but where no-fault does exist, typically the limit is some¬ 
where between $10,000 and $15,000, so when that $10 million 
claim comes through, the auto insurer pays the $10,000 or what¬ 
ever their limit is and then it moves over into the health insurance 
system. 

But in Michigan, especially if you are dealing with Medicare or 
Medicaid, those types of insurance have any other insurance pay 
first, so if a 65-year-old was involved in a terrible accident in 
Michigan, they are going to get coverage first from the no-fault pol- 
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icy and it is going to pay and pay and pay forever and then they 
will never touch the Medicare. 

What that means is that insurance is a cost-plus product. Insur¬ 
ers estimate what the cost of claims is going to be and then they 
add in provisions to cover agents’ commissions and taxes and li¬ 
censes and fees and a reasonable provision for profit and when you 
do that, when you have an infinite limit, you know you are going 
to have a higher rate than you have in a State like Ohio where I 
don’t believe it is a no-fault State. And I believe on liability cov¬ 
erages, the minimum limit is around $35,000 to $60,000. 

So the difference between a $60,000 claim and a $10 million 
claim is going to have a big influence on how much money every 
person in the State pays regardless of how that rate is arrived at. 

Mr. Rose. Thank you. 

Before coming to Congress, I was a private businessman, and 
also served briefly as Tennessee’s Commissioner of Agriculture. I 
tend to think that government and regulation work best the closer 
they are to the parties being governed and regulated. The insur¬ 
ance industry is one of the few success stories in that it hasn’t been 
swallowed whole by Washington. 

We have been regulating insurance at the State level for over 
150 years, and it is a system that works for consumers in terms 
of accessibility and affordability. Members from both parties seem 
to agree on this. Even when crafting the Dodd-Frank Act and cre¬ 
ating the CFPB, Democrats on this very committee stipulated that 
the CFPB was not an insurance regulator, they didn’t want to su¬ 
persede State-based insurance laws and commissioners. 

Like them, I am opposed to any potential overreach by Congress 
that diminishes a State’s right to regulate insurance. I believe H.R. 
1756 represents such an encroachment by Washington. Of all 50 
States, only 3 have decided to prohibit the use of credit-scoring 
data in auto insurance underwriting: California; Massachusetts; 
and Hawaii. Now, I might disagree with their decisions because I 
think that data helps better price the product for consumers but 
that is the decision those State regulators have made and legisla¬ 
tures and government legislators and governors have made and I 
respect it. 

Tennessee and Michigan or any of the other 45 States could 
make the same decision, but it is their decision not ours, and I 
hope it remains that way. Thank you. 

And I yield back. 

Chairman Green. The gentleman’s time has expired. 

The Chair now recognizes the gentleman from New York, Mr. 
Zeldin, for 5 minutes. 

Mr. Zeldin. Thank you, Mr. Chairman. 

I represent a district on Long Island in the State of New York. 
It is very difficult there, as it is in many other parts of the country, 
to get around without a car, whether it be to try to get to school 
or to try to get to work. 

Access to affordable financing and insurance is what helps them 
have that opportunity to have a car that can get them to work or 
to school. This isn’t a wonky policy debate that we are having here; 
it really impacts each and every one of their lives very personally. 
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In real life, absent a government takeover of the lending market, 
you always have divergent auto lending rates for different bor¬ 
rowers based on creditworthiness, the term of the loan, the price 
of the car, and the difference between State laws and regulations. 
Now more than ever, consumers can shop around, compare rates, 
and get the best deal. 

It is so critical and it has been said over the course of the hear¬ 
ing today that any discrimination related to race, gender, or eth¬ 
nicity is entirely unacceptable. Extorting honest lenders and using 
spurious statistics to justify those attacks that some of what we are 
getting into here during this this hearing could hurt the very peo¬ 
ple we are supposed to be helping so it is very important to have 
the best possible data when reaching our conclusions that we are 
talking about. 

Using questionable disparate-impacted data means no actual dis¬ 
crimination has to be proven or occur for what could be a politically 
motivated lawsuit, it could be a bureaucratic attack to shut down 
an honest lender or an auto dealer. Meanwhile, rates go up and ac¬ 
cess to credit goes down and consumers, especially low-income 
ones, will suffer. When it comes to flawed mandates on auto insur¬ 
ance, we have also had State policies that I briefly mentioned ear¬ 
lier, that have led to rates skyrocketing, so any attempt to do that 
at the Federal level could be very problematic. 

My question first, for Mr. Lynch is, we have been talking about 
the State of Michigan a lot today and that is good. The State of 
Michigan mandates unlimited personal injury protection (PIP) and 
no-fault auto insurance. There are people at home who don’t live 
in the State of Michigan, and they are listening to today’s hearing. 
So, what does that mean? Can you explain it to them? And do any 
other States in the country do that? 

Mr. Lynch. Yes. They are about—and unfortunately, I didn’t 
prep myself on that exact question but there are about a dozen 
States that have some form of no-fault automobile insurance. The 
idea of no-fault is that it kind of usurps the idea of liability and 
claims. A typical claim—we always think, who is at fault in the ac¬ 
cident, and whoeveris at fault pays in the accident, but in States 
like Michigan, the alternative for medical injuries is no-fault insur¬ 
ance so it doesn’t matter if you are in an accident and you are in¬ 
jured in the accident, it doesn’t matter if you are at fault or not 
at fault, the insurance responds and pays so that that is the dif¬ 
ference between no-fault and a typical tort system, which I believe 
is the case in Ohio, which is the other State that seems to have 
come up in a number of comparisons. 

Mr. Zeldin. The average cost of an automobile accident insur¬ 
ance claim in Detroit in 2017 was $51,000. Is that normal? 

Mr. Lynch. I would guess it is normal for Detroit but it is not 
normal for the rest of the country. 

Mr. Zeldin. Can you explain, I guess tied to the first question, 
how that mandate impacts the rates? 

Mr. Lynch. Well, what happens is no-fault is not the cause of 
that high rate. The actual cause is the fact that the no-fault is un¬ 
limited, so when you say a $50,000 claim, that is obviously an ag¬ 
glomeration of some small claims and some medium-sized claims 
and some large claims, and in Michigan, because of the no-fault 
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law, the large claims can get really, really large, in fact there is 
an entire insurance entity that is ultimately responsible for claims 
that exceed I believe $550,000, no-fault claims and that is above 
what virtually any personal automobile insurance policy in the 
United States is, except for in Michigan. 

Mr. Zeldin. Mr. Rivera, your report got into—and I guess this 
question is for you and maybe Mr. Lynch but we only have a few 
seconds—a whole lot of different reasons why the Michigan rate in 
the State is so high. Can you speak to what that would do for the 
rest of the country if the Michigan model was used elsewhere 
around the country as far as what, in your report causes the high 
rates? 

Mr. Rivera. I would hate to extrapolate given that there are vast 
differences State by State but I do believe that the research cited 
by Mr. Lynch on this question of personal injury protection claims 
is worth considering as was in the brief I think, they play a part 
in averages, they can explain differences between people, which I 
think is the focus. 

Chairman Green. The gentleman’s time has expired. 

The Chair recognizes the gentleman from Wisconsin, Mr. Steil, 
for 5 minutes. 

Mr. Steil. Thank you very much. And Mr. Chairman, thank you 
for holding today’s hearing on what is a really important topic. 
There is no place for discrimination in our system across the board 
and I think we are identifying that here today. 

I also want to talk about the high rates of insurance and where, 
as policy folks, we can dive in to try to drive the cost of insurance 
down for everyone so everyone could benefit. I think the State- 
based insurance regulations allow us to compare how different poli¬ 
cies work and apply those lessons to other States. We have come 
to observe these policy decisions yield sometimes bad outcomes for 
customers. 

I am from the State of Wisconsin, which actually has the second 
lowest insurance rate in the nation, averaging $951. We share a 
border with Michigan so snow in Wisconsin, snow in Michigan, 
sunny day in Wisconsin, sunny day in Michigan. And you see prob¬ 
ably about the most divergent of pricing, you see one of the highest 
at $2,600 a month—well over twice the cost for a car to be insured 
in Michigan, directly opposite the line of a car to be insured in Wis¬ 
consin. 

And so, Mr. Lynch, could you comment on what Wisconsin is 
doing right in keeping these costs down? 

Mr. Lynch. Well, I wouldn’t characterize personally, and in my 
position with a non-partisan organization, I wouldn’t characterize 
it as right or wrong but I would characterize it. I can speak to the 
differences— 

Mr. Steil. What is causing that? 

Mr. Lynch. As I said, in Michigan you have no-fault automobile 
insurance with no limit to the policy. And if you have a $10 million 
claim, that is a dollar on every person in the State of Michigan, 
give or take. 

A comparable claim in Wisconsin would be, say, $60,000, which 
is—how many people are there in Wisconsin? Sixty thousand di¬ 
vided by however many people there are that is what, like a dime 
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of policy and those things add up over time so I think that is prob¬ 
ably the biggest driver. 

I can tell you that to my knowledge, credit scoring is regulated 
in 40 States, it is banned in 2 or 3 but credit scoring is not the 
reason that rates are higher in Michigan or lower in Wisconsin, it 
is— 

Mr. Steil. It is interesting— 

Mr. Lynch. And I want to say one other thing— 

Mr. Steil. I am going to reclaim my time. I appreciate— 

Mr. Lynch. Sure. 

Mr. Steil. But we are so limited. I appreciate that take. 

Mr. Chairman, I would like to insert in the record a letter from 
the American Property Casualty Insurance Association. 

Chairman Green. Without objection, it is so ordered. 

Mr. Steil. And what it does is, it identifies and highlights some 
of these policy areas that we look at to ultimately drive down the 
cost of insurance and make it affordable for folks living both in 
Wisconsin and across the United States. 

When we look at the importance of risk-based pricing and doing 
that—I want to just go across the panel, if I can and just ask, if 
you believe in risk-based pricing because it seems like on some of 
our discussion today maybe that is or maybe that is not the case 
and so just to go across. 

Mr. Van Alst, do you believe in risk-based pricing on car insur¬ 
ance? 

Mr. Van Alst. For car insurance, yes. 

Mr. Steil. Ms. Cross? 

Ms. Cross. I defer to my fellow panelists, as I do not focus on 
insurance. 

Mr. Steil. All right. 

Ms. Clarke? 

Ms. Clarke. Yes. But but the devil is in the details. And it- 

Mr. Steil. Okay. But risk-based pricing is— 

Ms. Clarke. Yes. 

Mr. Steil. Fair enough. 

Mr. Rivera? 

Mr. Rivera. Risk-based pricing that doesn’t discriminate on the 
basis of gender and other factors that are not proxies for income. 

Mr. Steil. Understood, the risk-based pricing at its core is an 
important aspect. 

Mr. Lynch? 

Mr. Lynch. I would be consistent with the State laws in every 
State in the United States and say yes, risk-based pricing is an ap¬ 
propriate way to price automobile insurance. 

Mr. Steil. Thank you. 

Going back to you, Mr. Lynch, as we look at insurance-based 
pricing, do you believe that non-driving related factors are pre¬ 
dictive of driving risk? 

Mr. Lynch. Well clearly, they are, that is why they are used. 

Mr. Steil. And can you maybe describe for us the process that 
insurance companies are using to identify and evaluate these risks? 

Mr. Lynch. Well, when you price insurance, you use a two-step 
process and the first step is that you estimate what the average 
rate is going to be for the average consumer in wherever your book 
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of business is, let us say it is the State of Michigan. And then after 
that you go through a process and you identify through actuarial 
analysis of your data, supplemented by data from other companies 
sometimes that are outside of the insurance industry, and then 
that is how you determine based upon the risks that you find that 
correlates strongly with the likelihood of being in an accident and 
that is how you come up with rating factors to adjust your rate 
come to a final rate. 

Mr. Steil. Thank you very much. 

I yield back my time. 

Chairman Green. The gentleman’s time has expired. 

The gentleman from North Carolina, Mr. Budd, is recognized for 
5 minutes. 

Mr. Budd. Thank you, Mr. Chairman, for letting me sit in on 
this hearing. 

And I want to thank the witnesses as well. 

It is not often that we have hearings about the insurance indus¬ 
try in the U.S. Congress, and that is because we have a State- 
based system that has been working well for over 150 years, so I 
believe that North Carolina insurers should answer to Raleigh and 
not to Washington, D.C., so again these are rare. 

Mr. Lynch, I have reviewed the Insurance Research Council’s 
April 2019 Report on Auto Insurance Affordability in Michigan and 
I would like to ask permission to enter this to the record, Mr. 
Chairman, if that is okay? 

Chairman Green. Without objection, it is so ordered. 

Mr. Budd. Thank you, Mr. Chairman. 

I want to make sure that I have the facts right. How many 
States, including Michigan, allow for the use of credit-scoring data 
in auto insurance underwriting, Mr. Lynch? 

Mr. Lynch. I believe that number is 47. 

Mr. Budd. Okay, 47. So it strikes me as fair to say that Michigan 
is not unique in allowing for the use of this predictive-scoring data, 
so how is Michigan unique? 

Mr. Lynch. As I said before, the no-fault automobile insurance 
system and the unlimited no-fault makes it different from every 
other State, the unlimited nature of it is itself unique. 

Mr. Budd. So this IRC Report states that the average cost of a 
claim for an auto accident in Detroit is $51,000 on average per acci¬ 
dent and the average cost of auto insurance coverage in the area 
is $5,400 a year. Now, I have two teenage drivers in a home that 
I insure on one policy and it is less than that a year, in North 
Carolina, so how much of an outlier are these figures when com¬ 
pared with other States like North Carolina and what is to blame 
for the high cost of these figures? 

Mr. Lynch. Well, this is something that I think I have answered 
once or twice but it never hurts to try to make it a little clearer, 
when you have unlimited claims, when your claim can be any size 
especially in the United States where health insurance is so expen¬ 
sive, you can get claims where people suffer tremendous injuries, 
and in Michigan if it is in an automobile accident, not in any other 
kind of accident but if it is in an automobile accident, then the 
automobile insurance system as a whole has to bear that cost and 
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that cost ends up being directly reflected in the rates the con¬ 
sumers pay. 

Mr. Budd. So do you agree that State-based insurance legislators 
and regulators in Michigan can best solve this problem? 

Mr. Lynch. I work for an organization that doesn’t make public 
policy recommendations and lobby so I can’t really answer that. I 
can say that I have testified in the State of Michigan as they ex¬ 
plore ways to alleviate this issue and that at the State level, they 
are very aware of it. 

Mr. Budd. Understood, and thank you, Mr. Lynch. 

I agree, and I think we have identified the cost of sky-high auto 
insurance rates in Detroit and who can fix the problem. I see no 
reason for Congress to supersede, in my case North Carolina, in 
regulating my State’s insurance market and I also see no reason 
why my constituents should be forced to subsidize Michigan or any 
other State for their seriously flawed State insurance laws. 

With that, I sincerely want to thank Chairman Green for letting 
me join today’s discussion. 

And I yield back my time. Thank you. 

Chairman Green. The gentleman yields back. 

Without objection, the Chair now recognizes Ranking Member 
Barr for an additional 5 minutes. 

Mr. Barr. Thank you once again, Mr. Chairman, for holding this 
hearing. And once again, I applaud you for your work in Congress 
and before Congress in combating invidious discrimination. 

And as Members on both sides of the aisle have expressed today, 
race discrimination, any kind of discrimination has no place in our 
society, certainly not in auto lending, certainly not in insurance or 
any industry whatsoever. 

I think what a lot of Members have expressed today and some 
of the witnesses as well is that we all want to get at discrimina¬ 
tion, stop it, prevent it, but we also want to make sure that we 
don’t eliminate risk-based pricing so that every good driver in 
America, and most people are good drivers, are not punished be¬ 
cause they are not credited for their positive driving records, and 
I think it gets to this idea of socializing risk versus pricing insur¬ 
ance based on risk. 

Let me ask Mr. Lynch one kind of final question to summarize 
what we have been discussing today and that is, would elimination 
of insurance credit-scores undermine the risk-based pricing model? 

Mr. Lynch. Well, to the degree that you restrict the ability to use 
proven predictors of accident rates, you are going to have a less ro¬ 
bust model, it is going to get weaker and that would be regardless 
of the variable that you were deciding to restrict. 

Mr. Barr. And let us really get at the core issue here, the core 
issue is that some of the witnesses on the panel are making the 
argument, as I perceive it, that credit scores are a proxy for race. 
Do you agree with that or not? 

Mr. Lynch. Well, no. They are not. 

Mr. Barr. And tell me why you disagree with the other wit¬ 
nesses on that point? 

Mr. Lynch. Oh, well, when we look at insurance, we are told 
what is fair and you—what you have to do is create a fair rate and 
a fair rate is one, as I said in my remarks, that is neither too high 
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nor too low nor overcharges or undercharges a risk that presents 
themselves with a certain known risk characteristics, and all of 
that of course is silent as it should be to issues of race and income, 
so insurance companies do follow those laws and so that is kind of 
where I come to my conclusion. 

Mr. Barr. If we eliminated credit scores completely from the un¬ 
derwriting of insurance, would an African American with a pristine 
driving record be subject to a higher premium? 

Mr. Lynch. I have no way to answer that question because the 
industry does not gather information based upon race so I can’t 
say. 

Mr. Barr. Well, forget the race, would drivers in general with 
good driving records, would they be subjected to higher premiums 
as a result of elimination of the use of credit scoring in under¬ 
writing premiums? 

Mr. Lynch. Well, most drivers have good driving records and the 
people who have good credit scores and good driving records and 
are presenting less risk to the insurance company would end up 
overpaying. 

Mr. Barr. Okay. Without objection, Mr. Chairman, I would like 
to submit several items to the record. 

The first is the Charles River Report on Fair Lending. 

The second is a Report on Auto Insurance Affordability and Cost 
Drivers in Michigan. 

The third is a letter to you and to me from the National Associa¬ 
tion of Mutual Insurance Companies, the Independent Insurance 
Agents and Brokers, the National Association of Professional Insur¬ 
ance Agents, and the American Property Casualty Insurance Asso¬ 
ciation. 

And the fourth is a statement by the National Association of Mu¬ 
tual Insurance Companies. 

Chairman Green. Without objection, it is so ordered. 

Mr. Barr. And with that, Mr. Chairman, I appreciate once again, 
your leadership in holding this hearing. 

And I yield back. 

Chairman Green. Thank you. 

The Chair now yields 5 minutes to himself. 

And I thank the Members, all of whom have said they are very 
much interested in making sure that we do not have invidious dis¬ 
crimination. 

Let us talk for just a moment about the indirect auto lenders and 
how they work with the dealers, wherein the dealers are acting as 
agents to a certain extent of the lenders and once a price has been 
set for the purchase of a car with the indirect auto lender, the deal¬ 
er has the option to mark up the interest rate and to do so without 
any rules or regulations for the most part and actually the dealer 
does it at his own discretion. 

Do you agree that this is the case, Ms. Clarke? 

Ms. Clarke. That is indeed the case. It is a widespread practice. 

Chairman Green. I have to move to the next person. 

Ms. Cross, do you agree? 

Ms. Cross. Yes. I agree. 

Chairman Green. And Mr. Van Alst? 

Mr. Van Alst. Yes. 
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Chairman Green. Okay. So we agree that the dealers can mark 
up within their discretion the final interest rate. 

Now, let me ask this of you, Ms. Clarke. Between 2013 and 2016, 
the CFPB brought enforcement actions against four indirect auto 
lenders for violating the Equal Credit Opportunity Act by author¬ 
izing and incentivizing discretionary dealer interest rates. These 
markups resulted in non-white borrowers paying higher interest 
rates than non-Hispanic white borrowers. These actions garnered 
$104 million in restitution for borrowers. 

Under Director Mulvaney and Director Kraninger, however, the 
CFPB has not taken any public Fair Lending enforcement action 
against an indirect auto lender or any lender at all. 

What are the consequences of the CFPB’s lack of enforcement of 
Fair Lending Laws in the context of auto lending? 

Let us start with you, Ms. Clarke, please. What are the con¬ 
sequences of the lack of enforcement? 

Ms. Clarke. We are implicitly sending a green light to dealers 
and lenders across the country that this kind of discriminatory 
lending practice is okay. And by rolling back—rescinding the 2013 
CFPB Guidance we have seen lenders and dealers actually aban¬ 
doned efforts and proactive steps that they were taking to reduce 
and eliminate the incentive for dealers to engage in those markups. 

There are a lot of lenders who are imposing a flat rate which 
completely removed the incentive for dealers to markup loan inter¬ 
est rates so we are seeing the resurgence of discrimination as we 
see the Federal Government retreating from this space. 

Chairman Green. What is a possible solution? And I will start 
with whomever would like to give me the first answer. 

Mr. Van Alst. I can think of two. 

One, is to go ahead and prohibit this discretionary increase in 
the interest rate. There are many other methods that can be used 
to compensate dealers for the time or effort they spend trying to 
arrange financing, such as a flat rate. 

Two, data collection, as we have discussed already today—with¬ 
out accurate and good data, we can’t know what is going on. And 
currently, the Equal Credit Opportunity Act prohibits collection of 
race data in these transactions unlike the mortgage market. So it 
is very important that we gain that data to know what is hap¬ 
pening. 

Chairman Green. Would simply letting the buyer know that this 
markup exists be a beneficial disclosure? 

Mr. Van Alst. We have found that throughout the auto sale and 
finance process, disclosures can often be really ineffective. Dealers 
who do this on a regular basis are very good at getting consumers 
to sign things, disclosing things, while they are covering up with 
one hand or turning the consumers’ attention elsewhere, simply 
disclosing this won’t fix the problem and in fact as we pointed out 
already, consumers have to go through a long, arduous process to 
ever get to the point where they had have something like that dis¬ 
closed and you can’t do that. 

Chairman Green. Let me move on to Ms. Cross. Ms. Cross, do 
you want to add something? 

Ms. Cross. Yes. One of the big things that you see happen is a 
lot of predatory tactics that disclosure won’t necessarily fix 100 per- 
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cent. Yo-yo financing is an abusive tactic where a consumer is 
given the information about their loan and they think it is a final 
deal. And then later a lender can call back—days or weeks later, 
the dealership will call back and say, “Oh I am sorry, something 
went wrong with the financing. And we need to renegotiate and 
charge you a higher interest rate.” 

Disclosure is a good principle in general, but it won’t necessarily 
cover all our bases in some of those predatory tactics we see. 

Chairman Green. And Ms. Clarke, what would you recommend? 

Ms. Clarke. We need the CFPB and the DOJ to enforce the law. 
We need data collection to bring transparency to the practices of 
dealers and lenders. And finally, we need Congress to not abdicate 
its responsibility to eliminate racial discrimination, root, and 
branch across our country. 

It is not enough for the States to do this work. They lack the 
unique expertise and resources that are embodied inside of our 
Federal Government agency. So we need strong Federal precedents, 
if we are going to ever combat the crisis that we are up against. 

Chairman Green. Well, let me thank all of the witnesses for ap¬ 
pearing today, and the Members as well. 

The Chair notes that some Members may have additional ques¬ 
tions for this panel, which they may wish to submit in writing. 
Without objection, the hearing record will remain open for 5 legis¬ 
lative days for Members to submit written questions to these wit¬ 
nesses and to place their responses in the record. Also, without ob¬ 
jection, Members will have 5 legislative days to submit extraneous 
materials to the Chair for inclusion in the record. 

And without objection, the hearing is adjourned. 

[Whereupon, at 12:09 p.m., the hearing was adjourned.] 
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Chairman Green, Ranking Member Barr, and Members of the Subcommittee, my name is 
Kristen Clarke, and I am the President and Executive Director of the Lawyers’ Committee for 
Civil Rights Under Law (“Lawyers’ Committee”). Thank you for the opportunity to testify today 
about discrimination in the automobile loan industry. 

The Lawyers’ Committee is a national civil rights organization created at the request of President 
John F. Kennedy in 1963. President Kennedy sought to enlist the private bar’s leadership and 
resources in combatting discrimination and the resulting inequalities across America. For the 
past five decades, the Lawyers’ Committee has been on the front lines of the fight for equality in 
the areas of economic justice, voting rights, fair housing, criminal justice, education, hate crimes, 
and more. 

Unchecked Auto Lending Discrimination Contributes to the Growing Racial Wealth Gap 

Almost 55 years after the passage of the federal Civil Rights Act of 1964, a stark racial wealth 
divide remains—a typical white family has $ 140,500 in wealth, while a typical Black family has 
just $3,400.’ Evidence and data make clear that abusive, predatory automobile lending and lack 
of access to equitable financial services are factors that contribute to the wealth gap that we are 
witnessing today. Eliminating lending discrimination, root and branch, particularly across the 
automobile industry, stands as a core civil rights priority today. 

Wealth provides families a safety net when faced with job insecurity, relocation, or emergency 
situations. Our country’s long history of segregation and institutional racism has prevented 
families of color from accessing affordable credit and building generational wealth. Research has 
shown that lenders wrongly correlate race with risk, leading consumers of color to have a harder 
time getting credit for major life purchases. And when they do get credit, it is more expensive. 2 
Lending discrimination, including in the auto finance market, contributes to the economic 
instability of families of color and the widening racial wealth gap. 

Americans need reliable transportation to get to work, school, and other essential places. 
Communities of color that are deprived of economic investment often lack effective public 
transportation. 3 Many who cannot rely on good public transportation systems need an affordable 
loan to get a car and to help them build good credit. In fact, most consumers need a loan to 
finance the purchase of a car. 4 

As the third-largest source of outstanding household debt after mortgages and student loans, 5 car 
loans and their impact on communities of color warrant the close and immediate attention of 
Congress. African Americans and other consumers of color face discrimination in various ways 
when purchasing and financing a car. Studies have shown that buyers of color face significant 
bias in the auto market and are often charged higher car prices, higher interest rates, and more 
expensive insurance on the basis of their race or ethnicity. They are also targeted for predatory 
sales and repossession schemes. 

A significant portion of car buyers receive financing through car dealers. 6 Car dealers often sell 
financing contracts to indirect lenders, including banks or finance companies, for a fee. Indirect 
lenders compete for the financing contracts from the originating car dealers by allowing them to 
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increase their interest or "buy” rate with a discretionary profit-generating dealer markup. 
According to the Consumer Financial Protection Board (CFPB), “markups can generate 
compensation for dealers while giving them the discretion to charge consumers different rates 
regardless of consumer creditworthiness.” 7 Many consumers are not aware that car dealers can 
tack on additional interest to their loan for the sole purpose of making a profit. 

One of the most pernicious ways in which racial bias seeps into auto lending is through 
discretionary dealer markups. Indirect auto lenders often have no controls in place to prevent 
discretionary markup pricing disparities resulting from car dealers’ racial bias, resulting in 
people of color being burdened with more expensive car loans than white consumers. 

Widespread racial discrimination in indirect auto lending is not new and has been well 
documented over the past thirty years. In 1991, Professor lan Ayres found that Black male 
consumers in Chicago were asked to pay more than two times the markup of white male 
consumers. 9 In 2012, a similar study out of Vanderbilt University by Mark Cohen analyzed more 
than 1.5 million GMAC car loans between 1999 and 2003, and found that Black borrowers paid 
on average $362 more than white borrowers in extra interest over the life of the car loan. 

Despite only representing 8.5 percent of all borrowers. Black borrowers paid nearly 20 percent of 
the $422 million in subjective markups. 10 And in 2015, the National Consumer Law Center 
released compelling data from indirect auto lending litigation spanning from the late 1990s to the 
early 2000s evidencing that African Americans were subjected to “statistically significant racial 
disparities” in "every state with sufficient data and in every region of the country.” 11 

Federal Investigations and Enforcement Activity Must Play a Central Role in Combatting 
Ongoing Lending Discrimination Across the Automobile Industry- 

Under the prior Administration, the CFPB and the Department of Justice (DOJ) prioritized 
rooting out auto lending discrimination. Congress formed the CFPB as an independent agency 
under the Dodd-Frank Act in 2010 after the recession for precisely this reason—to protect 
vulnerable communities, including communities of color, from predatory financial practices, and 
to push the financial market towards equity. In 2013, the CFPB issued important guidance 
making clear that as creditors under the F.qual Credit Opportunity Act (ECOA), indirect auto 
lenders may be liable for discrimination resulting from dealers’ discretionary markups. The 
guidance provided auto lenders with recommendations on how to ensure compliance with fair 
lending laws, including ECOA, that prohibit discrimination on the basis of race and other 
protected categories. 12 

In December 2012, DOJ and CFPB entered into an agreement to facilitate coordination on fair 
lending enforcement. Under the agreement, CFPB referred matters to DOJ when CFPB had 
reason to believe there was a pattern or practice of lending discrimination. CFPB and DOJ 
investigated and entered into substantial monetary agreements with some of the largest indirect 
auto lenders in the United States to resolve allegations that they had violated ECOA by charging 
borrowers of color higher dealer markups on the basis of their race and/or ethnicity.' 3 The 
various settlements entered into by the CFPB and DOJ, which recovered more than $140 million 
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in restitution for thousands of borrowers of color, demonstrate the extent to which discrimination 
pervades auto lending practices. 

In 20J 3, Ally Financial and Ally Bank entered into a settlement agreement for $80 million in 
damages for borrowers of color and $18 million in penalties, making it the largest auto loan 
discrimination settlement. 14 More than 235,000 borrowers of color paid higher interest rates for 
car loans between April 2011 and December 20 13 . 15 Data showed that 100,000 African 
Americans were charged approximately 29 basis points more in dealer markup than whites and 
were obligated to pay on average over $300 more in interest than white borrowers over the life of 
the loan. 16 125,000 Hispanics were charged approximately 20 basis points more than whites, 
paying on average more than $200 in additional interest over white borrowers. 17 Similarly, 

10,000 Asians were charged approximately 22 basis points more in dealer markup than whites 
and paid on average more than $200 in additional interest. 18 The settlement gave Ally the option 
to substantially reduce dealer markup discretion or to eliminate it all together. 19 If, however. Ally 
allowed dealers to continue adding discretionary markups, then Ally had to provide education to 
dealers, conduct portfolio-wide analyses, and undertake prompt corrective action against dealers 
when racial disparities arose. 20 

In July 2015, DOJ and CFPB entered into a settlement with Honda Finance for $24 million in 
restitution for borrowers of color. 21 Honda charged African-American borrowers 36 more points 
than whites in dealer markups, forcing African-American borrowers to pay $250 more in interest 
over the life of the loan. 22 Hispanic borrowers were charged 28 more points in dealer markups 
than whites and paid $200 more in interest. 23 Asians were charged 25 points more in dealer 
markups than whites and paid $ 150 more in interest. 24 CFPB and DOJ found that Honda was not 
monitoring whether discrimination was occurring across its portfolio of retail installment 
contracts, which were allowed to charge markups, and they did not employ adequate controls to 
prevent discrimination. 25 The settlement gave Honda the option to substantially reduce discretion 
or to eliminate it all together. 26 

In September 2015, CFPB and DOJ entered into an $ 18 million settlement with Fifth Third 
Bank. 27 In this case, Fifth Third Bank charged African-American and Hispanic borrowers, on 
average, $200 more for their car loans. 28 Fifth Third Bank was also required to either 
substantially reduce the amount by which loans could be marked up or to eliminate discretion 
altogether. 29 

Most recently, in February 20)6. CFPB and DOJ entered into a settlement with Toyota Motor 
Credit. 30 The settlement required that Toyota create a $21.9 million restitution fund for African 
American and Asian borrowers. 31 Toyota charged African-American borrowers, on average, over 
$200 more for their car loans and charged Asian borrowers, on average, over $100 more in 
interest. 32 Toyota was required to either substantially reduce the amount by which loans can be 
marked up or eliminate discretion altogether. 33 

In each of the indirect lending investigations, the retail installment contracts analyzed by CFPB 
and DOJ did not contain information on the race or national origin of borrowers. To evaluate 
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differences in dealer markup, the CFPB and DOJ assigned race and national origin probabilities 
to applicants, CFPB and DO.I employed a proxy methodology that combined geography-based 
and name-based probabilities, based on public data published by Census Bureau, to form a joint 
probability using the Bayesian Improved Surname Geocoding (“B1SG”) method. The joint race 
and national origin probabilities obtained through BISG was then used directly in the CFPB’s 
and DOJ’s models to estimate disparities in dealer markup on the basis of race or national 
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origin. 

In addition to its actions against indirect lenders, DOJ partnered with the North Carolina 
Attorney General to reach a deal with two North Carolina “buy here, pay here” used car 
dealerships that intentionally targeted African-American customers for unfair and predatory 
credit and repossession practices. 35 Reverse redlining is the practice of intentionally targeting 
African Americans for the extension and servicing of credit on unfair and predatory terms 
without meaningfully assessing the customers’ creditworthiness. 36 The suit alleged that two “buy 
here pay here” used car dealerships in Charlotte, North Carolina, had sales prices, down 
payments, and interest rates that were disproportionately high compared to other subprime used 
car dealers. 37 The suit further alleged that the dealerships were not engaging in a meaningful 
assessment of the consumers’ creditworthiness or ability to repay, causing their default and 
repossession rates to be disproportionately high. 38 There were also claims that the dealerships 
engaged in predatory repossession tactics when customers were not even in default. 39 The dealers 
agreed to reform their practices and to pay $225,000 in restitution to the impacted consumers. 

This administration, however, has turned a blind eye to auto lending discrimination even though 
continuing research shows that it is an ongoing problem. A 2018 study by the National Fair 
Housing Alliance using matched pair testers in Virginia showed that almost 63 percent of the 
time, borrowers of color received costlier auto loans even though they were more qualified than 
their white counterparts and that the borrowers of color would have paid an average of $2,351 
more over the life of the loan as a result of the discrimination. 40 

Under the Trump administration, DOJ has retreated from fair lending enforcement against auto 
lenders. The CFPB has also stopped bringing enforcement actions against auto lenders engaging 
in discriminatory practices. In addition to defanging the enforcement authority of the Office of 
Fair Lending and Opportunity, 41 the administration rescinded the 2013 CFPB guidance 
encouraging indirect auto lenders to proactively comply with ECOA. 42 Not surprisingly, several 
lenders who had previously implemented flat fee models in response to the CFPB’s guidance 
have reverted back to discretionary dealer rate programs. 43 

Congress Must Reject Impending Attacks on Disparate Impact Liability 

Since the beginning of the Trump administration, the CFPB has made clear its goal to attack the 
cognoscibility of disparate impact claims as one method of proving an ECOA violation. For 
example, during his tenure as the Director of the CFPB, Mick Mulvaney released a statement 
maintaining that the CFPB would be reexamining the requirements of the ECOA, including 
disparate impact. 44 Since she has replaced Mulvaney, Director Kathleen Kraninger has stated to 
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the Senate Banking Committee that the CFPB is currently studying whether disparate impact 
should be used to prove discrimination. 45 This move would be devastating for those who seek to 
hold lenders accountable, taking away one of the CFPB’s most powerful enforcement tools for 
ensuring fair lending. Therefore, Congress must take this opportunity to make clear that it 
intends to protect disparate impact liability as a way to root out discrimination. 

Congressional Response to Modern Day Auto Lending Discrimination 

This administration’s lack of enforcement will continue to result in auto lenders prioritizing 
profit over equality and nondiscrimination. Therefore, we ask Congress to enact robust 
legislation to increase protections for borrowers of color in the auto lending market. Legislative 
proposals considered by Congress should either prohibit or significantly limit discretionary 
dealer markups. To the extent dealer markups are allowed, auto dealers and lenders must be 
required to disclose important credit terms, including dealer markups, to borrowers earlier in the 
car buying process, not after the credit transaction is finalized, as currently required by the Truth 
in Lending Act. 

Furthermore, Congress should use its extensive oversight authority over the Justice Department's 
Civil Rights Division and CFPB to understand the significant downturn in their enforcement 
activity in this area. The U.S. Justice Department has significant resources and unique expertise 
in this area. The retreat of our federal government has led to the resurgence of discriminatory and 
predatory lending practices, as evidenced by lenders who are reverting back to discretionary 
pricing schemes. Such a lack of enforcement allows discriminatory practices to continue without 
recourse, deepening the harm to African Americans, Latinos, and other borrowers of color, and 
weakening civil rights laws. 

Congress should also consider action that would require auto lenders to report borrower 
demographic information, including race and ethnicity, in connection with its loans to facilitate 
fair lending analysis and enforcement. The Home Mortgage Disclosure Act (HMDA). which 
requires mortgage lenders to collect, report, and publicly disclose borrower demographic data, 
provides a model to guide reform. HMDA requires nearly all mortgage lenders to report detailed 
information on the mortgage applications they receive, and whether they originate the loan. 46 
HMDA is enforced by the Office of the Comptroller of the Currency (“OCC”) and administrative 
sanctions, including civil money penalties, may be imposed by the OCC for noncompliance. 47 
Only very small lenders, or those operating exclusively in rural areas, are exempt from HMDA 
reporting. 48 HMDA data include each applicant’s requested loan size, income, race, and 
ethnicity, as well as information on the purpose of the loan (purchase, refinancing, 
improvement), any co-applicants, and the loan’s priority (first or second lien). 49 The census tract 
location of the property is also reported. 50 Because of its robust collection, HMDA data 
facilitates the straightforward identification of discriminatory patterns and practices by lenders 
engaged in conduct that unquestionably harms consumers along lines of race. 


Borrowers of color deserve to participate in the marketplace free from discrimination. Yet, they 
face extensive hurdles in gaining fair and equal access to auto lending credit which further 
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threatens economic mobility and progress. In the absence of the CFPB and DOJ undertaking 
enforcement action to protect African Americans and other borrowers of color from 
discrimination in auto lending, we urge legislators to prioritize this issue by enacting legislation 
that will hold auto lenders accountable and further strengthen existing protections under ECOA. 

Conclusion 


Discriminatory auto lending poses grave financial danger to African American, Latino and other 
vulnerable consumers. Increasingly, lenders are taking advantage of a highly unregulated and 
unmonitored market to promote discriminatory and predatory practices. We thank this committee 
for sounding an alarm about this aspect of the auto loan market and for undertaking careful fact¬ 
finding to identify appropriate remedial responses. We urge Congress to fully leverage its 
investigative, oversight and law-making powers to safeguard the rights of our nation's most 
vulnerable consumers, to hold predatory auto lenders accountable and to ensure that our federal 
agencies are carrying out their role and responsibility in enforcing the law. 


Lawyers' Committee for Civil Rights Under Law 

press@lawyerscommittee.org 

202 - 662-8300 
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Thank you for the opportunity to appear before you today to discuss the state of U.S. auto 
lending. I am a policy analyst at Frontier Group, a non-profit public policy think tank and am 
also testifying today on behalf of the U.S. Public Interest Research Group, with whom we co¬ 
authored our recent report. Driving Into Debt. Our report examined how auto lending has 
changed since the Great Recession, and how those changes have ultimately put consumers at 
risk. 

SCOPE OF PROBLEM 

In much of the country, owning a car is a virtual necessity. It is how you get to work, to the 
grocery store, and to the doctor. A car, in short, is the price of admission to leading a full, 
productive life. Owning a car is also expensive. Transportation is the second-leading expenditure 
for American households, behind only housing. 1 Approximately one hour of the average 
American’s working day is spent earning the money needed to pay for the transportation that 
enables them to get to work in the first place. 2 These expenses of car ownership drive millions of 
households to take on debt. 

Currently, Americans owe more for their cars than they ever have before. The total amount of 
outstanding auto debt is over $1.2 trillion. Since the end of 2009, the amount Americans owe on 
their cars has increased 75 percent (51 percent when adjusted for inflation). 3 

But it is not only that overall auto debt has reached historic levels - the number of Americans 
who owe for their cars is also at its highest in U.S. history with over 113 million open loan 
accounts, ajump of nearly 40 percent from 2010 to 2018. In mid-1999, there were approximately 
18 auto loan accounts open for every 100 Americans. By mid-2017, that figure had nearly 
doubled, to 34 accounts per 100 Americans. 4 

And consumers are at risk. Delinquencies are rising. The percentage of auto debt that is seriously 
delinquent -- meaning 90 days late or more - is the highest it has been since 2012 and is still 
climbing. More than 7 million Americans have missed at least three monthly car payments. 5 


1 U.S. Bureau of Labor Statistics, Consumer Expenditures - 2017 (press release), 11 September 2018, archived at 
https://web.archive.org/ web/20190111151547/https://www.b!s.gov/news. release/pdf/cesan.pdf. 

2 Based on U.S. Bureau ofLabor Statistics, Consumer Expenditure Survey, 2017, accessed at 
https://www.bis.gov/cex/2017/combined/age.pdf. Mean household transportation expenses were $9,576, in 2017, 
and mean household income was $73,573. Transportation expenses were equivalent to 13 percent of income, 
representing approximately one hour of an eight-hour working day. (Transportation expenditures also include 
spending not specifically related to work travel.) 

2 Federal Reserve Bank of New York. Center for Microeconomic Data, Household Debt and Credit Report (03 
2018), November 2018, data downloaded 5 December 2018 from https://www.newyorkfed.org/ 
microeconomics/hhdc.html. 

4 Ibid. 

5 Gabrielle Coppola. “Auto-Loan Delinquencies Are the Highest Since 2012,” Bloomberg, 12 February 2019. 
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These numbers are concerning on their own. What makes them deeply troubling is that they are 
happening in a strong U.S. economy. Compared with the size of the U.S. economy, outstanding 
auto debt is larger now than at any time other than the period between the 2001 and 2007 
recessions, at 5.5 percent of gross domestic product. 6 

Something important has been happening in the auto credit market. Since the Recession, the 
lending practices that have boosted auto sales have also put the financial well-being of millions 
of American households at risk. 

HOW WE GOT HERE 

In the aftermath of the 2008 financial crash, investors and lenders alike noticed that auto debt 
performed relatively well during the Recession. 7 This - coupled with the federal government’s 
bailout of the auto industry and key lenders - sparked interest across the board in bringing more 
borrowers into the auto credit market and onto showroom floors. 8 Lenders of all types took steps 
to do so. 

First, lenders loosened standards for prospective borrowers. Immediately following the federal 
bailout of the auto industry, GMAC publicly stated it would use its bailout funding to offer credit 
to consumers, lowering the minimum credit score to qualify for financing from 700 down to 
621, 9 Other lenders followed suit. 

We found in our report that auto debt has risen across all income levels, but it’s risen the fastest 
among those with the lowest incomes. Since 2009, according to data from the Consumer 
Financial Protection Bureau, borrowing by residents of low-income neighborhoods has increased 
nearly twice as quickly as borrowing by residents of high-income neighborhoods. 10 


6 Percentage of GDP calculated based on outstanding auto loan balances from Board of Governors of the Federal 
Reserve System, Consumer Credit - G. 19, data downloaded from https://www. 

federalreserve.gov/datadownload/Build.aspx?rel=gi9, 21 December 2018; and nominal GDP from Federal Reserve 
Bank of St. Louis, Gross Domestic Product. Billions of Dollars. Quarterly, Seasonally Adjusted Annual Rate, data 
downloaded from https://fred.stlouisfed. org, 21 December 2018. Note: the Federal Reserve Board reports lower 
outstanding auto loan balances than the Federal Reserve Bank of New York, whose data are used in most of this 
report, due to differing underlying data sources. (The New York Fed data are based on credit reports, while the 
Federal Reserve data are based on reports from lenders.) 

7 Ben McLannahan, "Debt Pile-up in U.S. Car Market Sparks Subprime Fear,” The Financial Times, 29 May 2017. 

8 Associated Press, “Chrysler Financial Gets $ I .SB Loan from Bailout,” NBCNexes.com, 16 January 2009, archived 
at https://web.archive.org/ web/20190113193907/bttp://www.nbcnews.com/ id/28694293/ns/business- 
autos/t/chrysler-financialgets-b-loan-bailout/. 

” Bree Fowler, "GMAC Says It's Using $5 Billion from Rescue Plan to Loosen Credit on Auto Loans,” Associated 
Press, 31 December 2008. 

10 Consumer Financial Protection Bureau, Lending by Neighborhood Income Level (CSV file), accessed at 
https://www.consumerfinance.gov/data-research/consumercredit-trends/auto-loans/lending-neighborhoodincome- 
level/,21 December 2018. 
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Lending in the subprime market followed a similar trajectory. During the Recession, subprime 
lending fell steeply. In 2007, subprime and deep subprime loans accounted for 23 percent of all 
U.S. auto debt outstanding, a figure that fell to 14 percent by the end of 2009. 11 The surge in 
subprime lending during the economic recovery caused that figure to bounce back quickly. By 
2016, lending to subprime and deep subprime borrowers made up as much as 26 percent of all 
auto loans originated that year, 12 

In addition to benefiting from low interest rates, lenders used other tools to bring additional 
borrowers into the marketplace, including lengthening the terms of auto loans. 

Extending loan terms brings down the monthly payment. In the era of Netflix and other monthly 
subscription-based services, the monthly payment is an important measure by which many 
consumers determine affordability. Low-income borrowers are particularly sensitive to changes 
in loan maturity according to a 2007 study, suggesting that the longer loan terms of recent years 
may have been an important spur for the rapid rise in auto loans to low-income households. 13 

While longer loan terms may reduce the monthly payment amount, they also mean that the 
consumer will pay more over the life of the loan in interest payments, and will spend more time 
'‘underwater" on a car - or owing more for the car than it is worth. 

Whereas a 48-month loan used to be the industry standard, loans of five or more years have 
become increasingly commonplace. In 2009, new auto loans with a term of six years or more 
accounted for 26 percent of all loans originated. By 2017, it was up to 42 percent. 14 

Consumers with a six-year long loan are twice as likely to default as those with a five-year 
loan. 15 Borrowers with these longer-term loans are also more likely to have a poorer credit 
history. An analysis by the Consumer Financial Protection Bureau found that the average credit 
score of a borrower taking out a six-year auto loan is 39 points below that of a borrower with a 
five-year term auto loan. 16 


11 Consumer Financial Protection Bureau, Borrower Risk Profiles (CSV file), accessed at https:// 
www.consumerfinance.gov/data-research/ consumer-credit-trends/auto-loans/borrower-riskprofiles/, October 2017. 

12 Jessica Silver-Greenberg and Michael Corkery, “The Car Was Repossessed, But the Debt Remains,” New York 
Times, 18 June 2017. 

13 Orazio P. Attanasio, Pinelopi K. Goldberg and Ekaterini Kyriazidou, Credit Constraints in the Market for 
Consumer Durables: Evidence from Micro Data on Car Loans, March 2007 

14 Kenneth P. Brevoort, et at.. Consumer Financial Protection Bureau, Quarterly Consumer Trends: Growth in 
Longer-Term Auto Loans. November 2017, accessed at http://files.consumerfinance.gOv/f/ 
documents/cfpbconsumer-credit-trends Jongerterm-auto-loans_2017Q2.pdf. 

15 Ibid. 

16 Ibid. 
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This period also saw the rise of more outright abusive and predatory tactics in one part of the 
auto credit market: dealer financing. 

INDIRECT LENDING 

A direct loan, or a loan a consumer gets directly from a traditional financial institution like a 
bank or credit union, is the safest avenue for consumers. There are clear laws, regulations and 
oversight over this kind of transaction. 

Indirect lending is when a consumer finances through a dealership, with the exception of Buy- 
Here Pay-Here lots which provide in-house financing. In dealer-arranged financing, the dealer is 
a creditor in this arrangement, selling the loan to another financial institution, and often having 
the consumer sign a retail installment sales contract. Dealer-arranged financing creates incentives 
that often work to the detriment of consumers, and it is governed by rules that are often less 
protective of consumers’ interests. 


ABUSE 

One major area of abuse is excessive interest rates. Dealers have the ability to mark up the 
interest rates they receive from the lenders to whom they sell their finance contracts, pocketing 
the difference as profit. 17 

Having consumers sign a retail installment sales contract not only allows a dealer to charge a 
higher interest rate, these rates can sometimes exceed state usury limits. In one example, a 
package of securities Santander Consumer Holdings Inc., one of the largest U.S. auto lending 
firms, was selling to investors was found to have 57 percent of included loans from the state of 
New York carrying interest rates that would have been illegally high if it had been the bank 
making the loan to consumers directly. Because those contracts were indirect loans, those 
interest rates were legal. 18 

There’s also been evidence of lenders failing to verify the income of borrowers. For example, in 
2017, Santander Bank was found by Moody’s to have verified the income of borrowers on only 8 
percent of auto loans it then bundled into $1 billion worth of bonds and sold to investors. 15 At 
dealerships, there have been instances of car salespersons raising the reported income of a 
consumer when shopping around a loan in order to ensure the consumer qualifies for financing. 


17 Christopher Kukla, “The Hidden Cost of Car Loans,” US. News <£ World Report, 27 February 2014. 

18 Ryan Felton, "The Devastating Loophole that Sticks Car Buyers with Interest Rates that Would Otherwise Be 
Illegal,” Jalopnik, 29 March 2018, archived at https://web.archive.org/ 

web/201810042H628/https://jalopnik.com/thedevastating-loophole-that-sticks-car-buyers-withm-l 823885194. 

15 Matt Scully, “Auto Lender Santander Checked Income on Just Eight Percent in Subprime ABS,” Bloomberg, 22 
May 2017, accessed at https:// www.bloomberg.com/news/articles.t2017-05-22/ subprime-auto-giant-checked- 
income-on-just-8-ofloans-in-abs. 
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even if they ultimately can’t afford to repay the loan. 20 In key respects, auto lending in the last 
decade has been a “Groundhog Day”-like repeat of many of the same practices that contributed 
to the mortgage crisis. 

Dealer-arranged financing has also enabled discriminatory pricing. Since its creation, the 
Consumer Financial Protection Bureau has investigated a number of large captive finance groups 
that work with dealers to provide indirect financing for charging borrowers of color higher 
interest rates than similarly situated white borrowers. This includes some of the largest indirect 
lending firms in the nation, like Toyota Motor Credit, whose policies led to many African- 
American borrowers paying $200 more on average for financing. 21 These CFPB investigations 
had repeatedly found that lenders giving dealers the ability and incentive to mark up interest 
rates enables this kind of discrimination. 

In 2018, however, Congress passed and President Trump signed legislation revoking the CFPB 
guidance on indirect auto lending that had provided notice to lenders that actions like those 
against Toyota Motor Credit and other lenders such as Ally, American Honda Finance and Fifth 
Third Bank may occur. This congressional action, while it does not alter the CFPB’s statutory 
authority to address discrimination in auto lending, may make it more likely that discriminatory 
auto lending practices will go unchallenged. 

These are only a few examples of the ways dealer financing threatens the financial well-being of 
Americans. There are add-on products dealers can make to sound mandatory, and yo-yo 
financing practices that force consumers to renegotiate after they were told the deal was done. 22 
The entire list of threats consumers - and particularly the most vulnerable amongst us - face is 
appalling. That so little action has been taken to stop these predatory behaviors is even more so. 

CONCLUSION 

Americans currently owe more for our cars than we have at any point in history. More of us are 
making monthly car payments and we’re paying them off for longer. Delinquencies are rising 
even though the economy is strong, and it's in large part due to lending practices designed to get 
more people into a new car as soon as possible, including abusive and deceptive tactics that 
target borrowers with the most to lose. I think we can all agree that American consumers deserve 
better. 


20 Federal Trade Commission, FTC Charges Auto Dealerships in Arizona and New Mexico with Falsifying 
Consumers ’ Information on Financing Documents (news release), I August 2018. 

21 Consumer Financial Protection Bureau. CFPB and DOJ Reach Resolution with Toyota Motor Credit to Address 
Loan Pricing Policies with Discriminatory Effects (news release), 2 February 2016, accessed at 
https://www.consumerfinance.gov/ about-us/newsrooin/cfpb-and-doj-reach-resolutionwith-toyota-motor-credit-to- 
address-loan-pricingpolicies-with-discriminatory-effects/. 

22 Delvin Davis. Center for Responsible Lending, Auto Loans: The State of Lending in A merica & Us Impact on l l.S. 
Households, December 2012. 
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First, I would like to take a moment to thank Rep. Green and the entire 
committee for giving me the opportunity to speak today. 

My name is James Lynch. I am chief actuary and senior vice president of 
research and education at the Insurance Information Institute in New York. Founded in 
1960, we are the trusted source of unique, data-driven insights to inform and empower 
consumers. We want people to have the information they need to make educated 
decisions, manage risk, and appreciate the essential value of insurance. Our 
membership includes eight of the 10 largest personal auto insurance writers in the 
United States. Unlike other sources, our sole focus is disseminating information; we 
neither lobby nor sell insurance. We provide objective, fact-based information about 
insurance - information that is rooted in economic and actuarial soundness. 

I am a Fellow of the Casualty Actuarial Society, the leading property/casualty 
actuarial organization in the world, and I serve on the society’s board of directors. I have 
more than a quarter-century of experience in property/casualty insurance and 
reinsurance and have held senior actuarial positions at QBE the Americas and White 
Mountains Reinsurance of America. 

Today I would like to discuss how companies set rates for automobile insurance. 

Because of court cases and federal legislation that stretch back decades, 
insurance companies are primarily regulated at the state level. Every insurance 
company must satisfy the laws and regulations of every state it operates in, plus the 
District of Columbia. So most large insurers, have 51 sets of laws to follow and 51 sets 
of regulators to satisfy. 
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Every state regulates what insurers can charge for personal auto insurance. 

State laws ensure that rates: 

• Aren’t too high, because no state wants its consumers overcharged. 

• Aren’t too low, because if rates are too low, an insurance company might 
lack the funds to pay all the claims it has said it will pay. 

• Are lower for drivers who are less likely to be in a crash and higher for 
drivers who are more likely to be in a crash. 

The company can only offer a discount if it can show that the customer is 
less likely than the average customer to suffer an insured loss. It can only 
surcharge if it can show the customer is more likely than the average 
customer to suffer a loss. 

Insurers can't change rates daily or weekly, the way a grocery store can change 
the price of a gallon of milk. They must notify the state, usually beforehand, what they 
intend to charge. In some states the Department of Insurance must explicitly approve 
changes in advance. 

The result: Auto insurance is not priced according to the law of supply and 
demand. It is a cost-plus product. Insurers estimate what they will pay out in claims, 
then add in expenses and a reasonable profit (which generally works out to be less than 
what the average Fortune 500 company earns). 

In addition to state regulators, auto insurers operate in an extremely competitive 
environment, and an important part of that competition is to develop the most perfect set 
of rates possible. Insurance companies develop sophisticated plans that consider the 
likelihood of being in a crash. 
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A company with an inferior rating plan quite accidentally charges some 
customers too much and some too little. None of the people they overcharge will stay 
with them long - there are better deals to be had. All the customers they undercharge 
will stay indefinitely, because they are getting a great deal. Unfortunately for the 
insurance company, it will lose money until it fixes its problem. 

Insurers use teams of actuaries to figure out how to set rates - how much to 
charge the average risk; who deserves a discount; and who does not. They look for 
characteristics that successfully predict the accident rate. The most famous, perhaps, is 
driving record. Drivers who have avoided accidents for several years are less likely to 
be in an accident in the future. But driving record is not the only rating factor. The 
strongest by most accounts is location, which tells a lot about the number of vehicles 
per square mile. The more cars there are in an area, the more likely they are to crash 
into each other. 

There are certain things it is important to know about rating variables: 

• First; They work. They are effective at gauging the likelihood that a 
customer will be in an accident. 

• Second: They are selected after rigorous actuarial analysis. Every rating 
variable has been proved effective through analysis of actual data. 

• Third: They are filed in advance with state regulators, along with statistical 
proof of their effectiveness. In some states, they must be approved in 
advance. And they can’t be changed without going through the same 
regulatory process. Any federal effort to oversee rating variables will 
overlap rigorous efforts that states already undertake. 
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• Fourth: Companies constantly review how effective these factors are. If 
they don't work in the real world, they are adjusted or abandoned. 

• Fifth: Factors can change over time, and actuaries adjust those factors as 
a result. For example, gender is a well-known, commonly used variable, 
and part of the reason it has been effective is that men drive more miles 
than women. That is changing. From 1963 to 2013, the number of miles 
the average man drove increased by about a third, but the number of 
miles the average woman drove increased nearly 90 percent. (Sivan, 

2015) The predictive power of gender as a rating variable has changed 
because the more miles you drive, the more likely you are to be in a crash, 
and women are approaching men in that respect. 

• Sixth: The variables interact with each other, often in subtle ways. 
Actuaries incorporate the interaction into rates. 

Interaction is a bit difficult to describe, though I think you will recognize it 
from this example in the world of health. Smoking increases the chance of 
throat cancer. Drinking does as well. However, a person who smokes and 
drinks has a greater chance of throat cancer than you would expect if you 
just added together the effect from each behavior. They interact. Each 
behavior strengthens the effect of the other, like two evil bullies, egging 
each other on. 

Actuaries have gotten better at analyzing this in recent years, thanks to 
better data and faster computers. This increasing sophistication also 
means that a simple one-way analysis - changing, say, the gender of a 
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hypothetical driver while holding all other information constant - does not 
give a complete picture of how insurers treat that rating variable. There 
may be interactions between gender and one of the variables held 
constant, and that information is lost in this sort of simplistic analysis. 

• Seventh: Insurers are constantly looking for new variables. When they find 
one, the new one can change how much emphasis is placed on the old 
ones. 

• Last but certainly not least: The setting of private-passenger auto 
insurance rates is a color-blind process. U.S. auto insurers do not gather 
information based on race or income, nor do they discriminate against 
anyone on the basis of race or income. U.S. auto insurers do not adjust 
their rates based on any proxy for race or income. 

Thank you for your time. I would be happy to respond to any questions you might 

have. 
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Chairman Green, Ranking Member Barr, and distinguished members of the Committee, thank 
you for the invitation to participate in today’s hearing. 1 appreciate the opportunity to discuss 
auto insurance affordability and the disproportionate impact of certain rate-setting practices on 
low-income and minority drivers. 

Our team at Poverty Solutions first got the idea to research auto insurance directly from Detroit 
residents, as we analyzed the barriers to economic mobility in a city where 34.5 percent of 
residents live in poverty. 1 In conversations with local stakeholders, time and time again they 
flagged the exorbitant price of auto insurance as a major barrier to reducing poverty, one that 
certainly was not on our minds when we started. Workforce providers told us that high auto 
insurance rates prevent residents from driving to job opportunities. Nonprofits told us they 
worried about the financial burden auto rates place on the fragile budgets of working-class 
families. When Detroit Mayor Mike Duggan was asked by The Economist what keeps him up at 
night, it was perhaps of no surprise to Detroiters that he said, “car insurance”. 2 

When we started to look at the data, what we found stunned us. Michigan has the most expensive 
automobile insurance in the United States, with an estimated annual premium in 2018 of $2,610, 
almost double the national average. 3 This burden, however, does not fall equally. With an 
average annual premium of $5,414, Detroiters face the most expensive car insurance rates in the 
country. To put this in context, the typical Detroit household has an income of $30,000 a year, 
which means car insurance will eat up 18 percent of their annual pre-tax income. 

The stickcr-shock prompted us to research how the state got here in the first place and why it was 
the case that low-income and minority communities, like Detroit, face the greatest burden. 

The resulting policy brief, “Auto Insurance and Economic Mobility in Michigan: A Cycle of 
Poverty” documents the problems and offers potential solutions for auto insurance reform in 
Michigan. I have included a copy of the policy brief with my written testimony for the record. 

What we learned locally has important implications for potential federal action on auto 
insurance. Michigan is not alone in grappling with the issue of affordability. Nor is Michigan 
alone in considering whether rate-setting practices lead low-income drivers to pay much more 
than others with similar driving records for auto insurance. 


1 U.S. Census Bureau. 2017 American Community Survey I-Year Estimates 

2 “Why Detroit Is the Most Expensive City in America to Buy Car Insurance,” The Economist, The Economist Newspaper, 5 July 

2018, wvviv.economisn.com/united-states/2018/07/05/why-detroh-is-the-most-expensive-city-in-america-to-buy-car-insurance. 

J Cooney, Patrick, Elizabeth Phillips, and Joshua Rivera. Auto Insurance and Economic Mobility in Michigan: A Cycle of 
Poverty, Report. Poverty Solutions, University of Michigan. 
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Auto insurance rates are rising across the country. In 2018, 184 million U.S drivers—nearly four 
out of five—faced a rate increase. 4 5 This continues a trend in recent years where average car 
insurance prices have risen at more than double the rate of inflation.'’ Along with Michigan, 
drivers in Louisiana, Rhode Island, and Florida also face annual average premiums above 
$2,000. Only in four states - Maine, Virginia, North Carolina, and Iowa - is the average auto 
insurance rate below $1,000. State averages, though, can mask huge differences in what drivers 
pay. Estimated annual premiums are $2,814 in New York City, $2,913 in Miami, and $3,686 in 
New Orleans. 

Rising auto insurance prices present a growing affordability challenge. The U.S. Treasury 
Department’s Federal Insurance Office deems auto insurance “unaffordable” in areas where 
premiums exceed 2 percent of a ZIP code’s median household income. 6 In 2017, the FIO found 
that nearly 19 million people live in ZIP Codes where auto insurance is unaffordable. 

We applied this standard to recent data from The Zebra, a premiere auto insurance comparison 
marketplace, and found that auto insurance rates represent more than 2 percent of median 
household income in 97 percent of M ichigan’s ZIP codes. Even in relatively higher-income 
cities, like Royal Oak and Farmington Hills, rates are above this threshold of affordability 
ranging from 2 to 4 percent of pre-tax income. 

Yet, the burden is strikingly greater for lower-income and minority communities. In places like 
Saginaw, rates eat up to 12 percent of area income, and in Flint, between 8 and 24 percent of 
residents' pretax income. By comparison, the Department of Housing and Urban Development 
considers someone spending more than 30 percent of their income on rent to be cost burdened. 

We also found that rural communities are especially hit hard by high rates. These communities 
deal with particularly poor roads and have to drive longer distances for employment, which 
makes affordable transportation matter that much more. 7 

These costs make it harder for people to move up the economic ladder, especially for low- 
income families locked out of the auto insurance market by the lack of affordable coverage 
options. 

Take the case of a family where the household head is above the age of 65 and relies on Social 
Security as the primary source of income. In 2018, the maximum monthly Social Security benefit 
was $2,788 a month. It would take nearly two months’ worth of Social Security benefits to cover 
the annual cost of auto insurance in Detroit. 


4 "The State of Auto Insurance 2019" The Zebra. 2019. Accessed April 26, 2019. https://www.thezebra.com/state-of- 
insurance/auto/2019/. 

5 Kunkle, Fredrick, "Auto Insurance Rates Have Skyrocketed - and in Ways That Are Wildly Unfair.'' The Washington Post. 
February 07, 2018. Accessed April 26,2019. https://www.washKigtonpost.com 

6 US Treasury Federal Insurance Office. (2017, January). Study on the Affordability of Personal Automobile Insurance. 
Retrieved from https://www.treasury.gov 

7 Evans, Maxwell, and Maxwell Evans. "Auto Insurance Premiums Also Burdensome in Rural Michigan." Sault Ste. Marie 
Evening News - Sault Ste. Marie, Ml. February 20,2019. Accessed April 26,2019. 

https://www.sooeveiungnews.com/news/20190220/auto-insurance-premiums-also-burdensome-in-rural-michigan. 
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Now imagine a family of four with incomes at the federal poverty level ($25,750). An affordable 
auto insurance policy for that family would cost $515. That is $2,095 less than the average 
premiums in Michigan. For working poor households in high cost communities across the 
country, affording auto insurance coverage is nearly impossible. 

A lack of affordable auto insurance options stifles economic opportunity in three major ways. 
First, the high price of insurance makes legal car ownership extremely challenging for low- 
income families, preventing individuals from getting to the places they need to go to pursue 
opportunity. 

Second, it is a huge drain on low-income families’ scarce resources. Every dollar spent on auto 
insurance is a dollar that is not spent on higher education, healthy food, quality housing and other 
investments that promote a higher quality of life. 

Finally, uninsured drivers are placed at significant financial and legal risk. It is estimated that 20 
percent of Michigan drivers and 60 percent of Detroit drivers do not purchase insurance. 8 
Motorists caught driving without insurance risk misdemeanor charges, fines, and potential jail 
time, which could set an individual back — perhaps permanently — in their pursuit to climb out 
of poverty. 

Why are rates so high? There are many factors at play, from broader economic trends, to rising 
healthcare costs, and differences in state regulatory practices. 

Yet one factor for why rates vary so considerably between drivers is that insurance companies 
use non-driving characteristics to set premiums for customers. This includes factors such as 
gender, educational attainment, home ownership status, and insurance scores derived from credit 
scores. 


The use of non-driving characteristics in rate setting means a consumer could pay more if they 
lose their spouse, they could pay more if they faced a financial emergency and are behind on 
their bills, and they could pay more for living in a rural community. 

It is reasonable to ask whether the use of non-driving factors in setting premiums is unfair and 
whether there is potential for discrimination in rate setting. 

Of these factors, credit scores are by far the biggest cost driver for consumers, with rates more 
than doubling for those with poor versus excellent credit. 9 This is a big problem, particularly for 
Detroit residents, who collectively have some of the lowest credit scores in the country. 10 Thus, a 
working single mother in Detroit with a perfect driving record but bad credit could be charged 
one of the highest auto insurance premiums of any person in the entire country, despite never 
having been cited for a traffic violation, made a claim or been part of a traffic accident. 


8 Waterman, C. (2015, April 03). Driving without insurance? Police in Michigan can now tell just by running your plate. 
Retrieved from https://www.mlive.com/news/bay-city/index.ssl72015/03/driving_without_insurance_poli.html 

9 "The Secret Score behind Your Rates." How a Credit Score Affects Your Car Insurance - Consumer Reports. 2015. Accessed 
April 26.2019. http://www.consumerreports.org 

50 Diuiio, Nick. "Study: Poor Credit Can Double Auto Insurance Rates." Insurance Quotes. Accessed April 26,2019. 
http://wmv.insurancequotes.com 
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Several studies in recent years provide suggestive evidence of disparities in auto insurance 
premiums. In 2007, a study in Los Angeles found that auto insurance rates were higher in low- 
income and minority neighborhoods, even after accounting for common risk factors cited by 
insurance companies in setting premiums." A decade later, ProPublica issued a report on auto 
insurance prices, which found that drivers in predominantly minority ZIP codes were being 
charged higher rates, as compared to similar risky drivers in predominantly white areas. 12 

In 2017, the Consumer Federation found that, all else being equal, women over the age of 25 pay 
more for auto insurance than men. 13 In addition, just this year, the Zebra issued a report showing 
that on average women now pay more than men in 25 states. 14 Efforts to reduce auto insurance 
rates need to address disparities in pricing in order to achieve meaningful improvements in 
affordability. 

What can be done? While numerous policy levers to reduce auto rates are typically within the 
purview of the states. Congress has expressed interest in curtailing rate-setting practices at the 
federal level. 


In our report, we called on Michigan to curb the use of non-driving factors in setting rates, 
following the model of several other states that already do this. 

Prohibiting the use of all factors unrelated to a consumer’s driving record may not be feasible: 
insurance companies must be able to develop actuarially sound models. But other states have 
struck compromises. California, for example, has established reasonable rate-setting guidelines, 
where insurance companies are required to prioritize three factors: driving record, annual miles 
driven, and years of driving experience. After these have been taken into account, several other 
(optional) factors may be added, such as frequency of claims, age, and address. However 
together these cannot carry more weight than the first three. 15 The use of credit score is not 
permitted. In this model, how you drive in the most important thing, you can prove yourself on 
the road. Based on a study by the Consumer Federation of America, low-income drivers in U.S. 
cities pay 59 percent more for auto insurance than those with higher incomes. In Los Angeles, 
this gap is just 9 percent, likely due to these regulations. 11 ' 


H Qng, Paul M., and Michael A. Stoll. "Redlining or Risk? A Spatial Analysis of Auto Insurance Rates in Los Angeles." Journal 
of Policy Analysis and Management, no. 4 (September 07, 2007). https://doi.org/10.1002/pam.20287. 

12 Larson, Jeff, Julia Angwin, Lauren Kirchner, Surya Mattu. Dina Haner, Michael Saccucci, Keith Newsom-Stewark Andrew 
Cohen, and Martin Romm. "How We Examined Racial Discrimination in Auto Insurance Prices." ProPublica. March 09,2019. 
Accessed April 26,2019. https://www.propublica.org/article/minority-neighborhoods-higher-car-insurance-premiums- 
methodology. 

13 "What? Women Pay More Than Men for Auto Insurance? (Yup.). M The Pew Charitable Trusts. Accessed April 26,2019. 
https://www.pewtrusts.org/en/research-and-ana.lysis/blogs/stateHoe/2019/02/ll/what-women-paymiore-than-menffor-auto- 
insurance. 

14 "Study: Women Now Pay More Than Men for Car Insurance in 25 States | The Zebra." Study: Women Now Pay More Than 
Men for Car Insurance in 25 States j The Zebra. Accessed April 26,2019. https://www.thezebra.com/research/men-women-auto- 
insurance-differences-by-state/. 

15 Breitenbach, Sarah. "Some States Take Aim at 'Discriminatory* Auto Insurance Pricing.” The Pew Charitable Trusts. Accessed 
April 26,2019. http://www.pewtrusts.org/en/research-and-analysis/blogs/stateline/20i5/08/28/some-states-take-aim-at- 
discriminatory-auto-insurance-pricing. 

16 If you're poor, you'll pay more for car insurance, study finds. Retrieved from http://wvvw.startribune.com/report-low-income- 
drivers-pay-59-percent-more-for-car-insurance/384565011/ 
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In Hawaii, where the use of credit scores has been banned since 1987, the Commissioner of 
Insurance testified before Congress in 2007 that despite the ban, markets remained competitive 
and healthy. 17 

In closing, with sensible reforms to our auto-insurance policies, we can lower transportation 
costs and dramatically improve economic opportunity for families. Thank you, again, for inviting 
me to share my research findings with you. 1 would be happy to answer any questions. 


17 Credit-based insurance Scores: Are they Fair?(2 007) (testimony of Schmidt, Hon. IP., Commissioner of Insurance, State of 
Hawaii). 
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AUTO INSURANCE AND ECONOMIC MOBILITY IN MICHIGAN: M * RCH2019 

A CYCLE OF POVERTY 


Michigan has the most expensive automobile insurance in the 
United States, with an estimated annual premium of $2,610, 
almost double the national average. 1 This burden, howev¬ 
er, does not fall equally. With an average annual premium of 
$5,614, Detroiters face the most expensive car insurance rates 
in the country, 2 and other low-income Michigan communities 
are subject to extreme rates as well. In turn, a targe propor¬ 
tion of Michigan residents drive uninsured, leaving themselves 
and others open to financial risk, especially in lower-income 
communities. 3 Altogether, this means that the cost of auto 
insurance has become a major barrier to mobility from poverty 
in Detroit and across the state. 

This brief discusses the link between economic mobility and 
transportation, and examines the disproportionate impact of 
extreme car insurance prices on low-income Michiganders. 

It explores why coverage is so expensive here, and offers 
two goals for reform: 1j to reduce the cost of auto insurance 
across the state, and 2) to narrow the gap between what 
Michigan's wealthiest and poorest residents pay. Both goals 
are critical for the state to end a cycle of poverty that puts 
Michigan as a whole, and particularly low-income residents, 
at a competitive disadvantage. 


TRANSPORTATION AND ECONOMIC MOBILITY 
Transportation is vitally important to economic mobility/’ 
Whether to get to a new job, go back to school, or make it to a 
doctor's appointment, reliable and affordable transportation 
can make the difference in moving up the economic ladder. In 
Detroit, public transportation is under-resourced, 5 and many 
entry-level job opportunities are located in the surrounding 
suburbs/ which are largely inaccessible by public transpor¬ 
tation. Thus, reliable access to transportation in Detroit often 
means reliable access to a car. 

Yet. the price of auto insurance creates a huge barrier to auto¬ 
mobile ownership in Michigan, and in Detroit in particular. The 
U.S. Treasury Department s Federal Insurance Office deems 
auto insurance "unaffordable" in areas where premiums 
exceed 2 percent of a ZIP code's median household income/ 
This standard can be applied to recent data from The Zebra, a 
premiere auto insurance comparison marketplace. The Zebra 
collects rate information from public rate filings and insurance 
rating platforms. In total, the data provides an average rate 
per ZIP code for a "base profile" insured driver/ This exercise 
yields car insurance rates that represent more than 2 percent 
of median household income in 97 percent of all Michigan ZIP 


1 The State of Auto Insurance 2019 I The Zebra. (20181. Retrieved from htto:/Avww.>hezgl>ra.COm/st8t e-oHns.V.r_ao&flfaittfl/2.0ljZ 

2 Livengood. C. 12017. October 221. How Michigan's auto insurance premiums became the highest in the country. Retrieved from 
^(e/20l7l022/n l ews/642726/how-fnichiaans-aiito-insurance-premi ums-became-the-hiche5t- in-;he-countrv: Coffey. M. 12017. September 281. What's Wrong with 
Michigan's No-Fault Automobile Insurance. Retrieved from httpS;A 1 'www.m3ckiR3C.ora/are hivg5/20 17/s2017-07.adf 

3 U.S. Treasury Federal Insurance Office. 12017, January). Study on the Affordability of Personal Automobile Insurance. Retrieved from httPS;//www.treasurv.oov/ 
initiatives/fio/reoorts-and-nolices/Pocuments/FINAL Auto Affordability Study web.odf 

4 Bouchard. M. [2015, May 071. Transportation Emerges as Crucial to Escaping Poverty. Retrieved from hwos;//ww w.n»times.C0fn/2.l>.t5A)..5/.0.7jlucshPt/triaiiiU>flflfc: 

5 KierUner. J. (2018, January 181. Amazon cut Detroit over regional transportation. Retrieved from https://www.wxyz,c om/news/regian/de1T0it/d-ef»>it-.teaders-tpjd- 
bv-amazon-rsgional-transportatiofi-ig-vyfty-ws-i jidnt-make-ihe-cut 

6 Coxen. T., Fatby. J.. La Prad, J., MacFariane, T., & Sherard-Freeman. N. 12016). DETROIT'S UNTAPPED TALENT: JOBS AND ON-RAMPS NEEDED. Retrieved from 
http://skillcdwork.ciro/wD-contenl/unloads/2014/0l/CSW-0etroit-Maopino-FINAL-APPRQVED.odf 

7 U.S, Treasury Federal Insurance Office. 12017, January!. Study on the Affordability- of Personal Automobile Insurance. Retrieved from 
initiatives/fio/reports-and -notic es/Documents/FiNAL Auto Affordability Study web.odf 

8 The Zebra's method involves using a base profile for an insured driver to collect information on rates. According to the Zebra, that profile is, "...a 30-year-old .single 
mate driving a 2013 Honda Accord EX with a good driving history and coverage limits of $50,000 bodily injury liability per person/$100,0E)0 bodily injury liability per 

1 accidenl/$5Q,00Q property damage liability per accident with a $500 deductible for comprehensive and collision". 
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codes. In Detroit, average rates represent between 12 and 36 
percent of residents' pre-tax income in nearly every ZIP code. 
By comparison, the Department of Housing and Urban De¬ 
velopment considers housing costs to be unaffordable if they 
surpass 30 percent of income. 

As shown in Figure 1. the vast majority of Michigan communi¬ 
ties are also above the 2 percent affordability threshold, yet the 
burden is substantially greater for low-income communities: 

* Royal Oak, Farmington Hills, and Livonia face rates above 
the affordability threshold, but these range from 2.1 to 4 
percent of area median household income. 


• in Pontiac and Flint, in contrast, rates vary between 8 and 24 
percent of median income. 

• Saginaw and Ypsilanti's rates are 4 to 12 percent of the ar¬ 
ea's median household income. 

The only affordable ZIP Codes in Michigan are in more affluent 

communities: 

• In Southeast Michigan, Dexter, Birmingham, Bloomfield 
Hills, and parts of Ann Arbor face affordable rates, in part, 
due to higher household incomes in those area. 

• Williamston and DeWitt, two cities outside of Lansing, meet 
the affordability threshold. 



2 


jrce: The Zebra, the State of Auto Insure 


2018: U.S. Census Bureau. 2016-2012 American Community Survey 5-Year Estimates 
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Another tens by which to view affordability is to compare the 
cost of auto insurance in Detroit to what is experienced in other 
cities, A shown in Table 1, for the typical Detroit household 
making $30,344 a year, car insurance can eat up 18 percent of 
annual income. For the 34.5 percent of Detroiters at or below 
the poverty level, the picture is even starker. A family of four 
with an income right at the poverty level [$24,600 in 2017} 
would pay an estimated 22 percent of their totai annual income 
toward car insurance. In contrast, car insurance accounts for 
between just 2 to 4 percent of pre-tax income in peer cities® 
such as Cleveland, St, Louis, and Chicago, as well as higher 
income cities such as Seattle and Boston. 

Unaffordable insurance may force low-and moderate-in¬ 
come individuals to forgo driving, limiting their ability to get 
to school, health care appointments, or jobs that are often 
outside the city limits. Recent findings from a representative 
survey of Detroiters finds that 34 percent don't own a car, and 
nearly a quarter report having recently missed work or an 
appointment due to tack of transportation. 10 

Others may respond to extreme insurance rates by driving 
uninsured, for instance thinking that getting to a job merits 
the risk, Nationally, an estimated 13 percent of drivers are 
uninsured. In Michigan, the corresponding rate is 20 percent, 
4th highest in the country. In Detroit, the estimate is closer 
to 60 percent, more than four times higher than the nation¬ 
al average.” Those caught driving without insurance risk a 
misdemeanor charge punishable by up to one year in jail and 
a fine of $200-$500. ,;! Even further, until recently Michigan 
had strict "driver responsibility fees," through which 317,000 
Michiganders and 70,000 Detroiters had Iheir driver's licenses 
suspended, often as result of driving uninsured. 

WHY iS AUTO INSURANCE SO EXPENSIVE IN 
MICHIGAN? 

Michigan's particular mix of insurance policies, together with 
lax regulations, combine to drive up the cost of auto insurance 
for Michiganders, with low-income residents hit the hardest. 

The most frequently cited reason for Michigan's high rates is the 


: #f 'A 

AVERAGE CAS MEDIAN CAR INSURANCE 

PLACE INSURANCE HOUSEHOLD AS PERCENT OF 

PREMIUM INCOME . PRE-TAX INCOME 

Octroi! $5,414 $30,344 18% 

Cleveland 11.277 $28,974 4% 


Dallas $2,123 $50,627 4% 

St Louis $1,390 $41,441 3% 

Pittsburgh $1,440 $45,851 3% 

Atlanta $1,616 $57,597 3% 

Chicago $1,472 $55,295 3% 

Minneapolis $1,613 $60,789 3%. 

National $1,427 $60,336 7% 


Boston $1,497 $66,758 2% 

Seattle $1,345 $86,822 2% 


Source The Zebra, the State ot Auto Insurance 2018: U S. Census Bureau. 2017 
American Community Survey 1-Year Eslimates 

state's unique form of no-fault insurance, with unlimited Per¬ 
sonal Injury Protection (PIP).' 3 Michigan is one of 12 states with 
a no-fault insurance system, whereby a driver's own insurance 
company pays for damages from an accident, no matter who 
is at fault, importantly, though, Michigan is the only state that 
requires drivers to purchase unlimited PIP coverage (Table 2). 
This means that in the event of an accident, automobile insurers 
are on the hook for unlimited medical damages, which drives up 
the costs of insurance for everyone. While Ihe cost of these ben¬ 
efits only made up 6 percent of premiums in 1972, they currently 
account for 42 percent of average premiums.' 4 


3 


9 Peer cities selected for comparison are borrowed from the Oetroit Regional Chamber's list of national peer cities used in the Slate of the Region 2018-2019 report; 
Detroit Regional Chamber. (20181. State of the Region 2018-2019. Retrieved from www-detrpitchamber.co m 

10 Oetroit Metro area Communities Study 120171 Detroiter's Views on Transportation and Mobility. Retrieved from httPS://povert¥,umich.ed.»/files/20.1.3/5.5^W-Mr_3ns-. 
Portation- P.pdf 

11 Insurance Information Institute In.dl. Facts Statistics; Uninsured motorists. Retrieved from h ttos;//www.ii i.org/fact-s,tati$tic/facts-statistics-.unip.sur3ri:-rno.tgrMsi 
Reindi. J. 12017, May 08j. How aggressive lawyers, costly lawsuits and runaway medical bills make Detroit car insurance unaffordable. Retrieved from hjt 
fregn.c.om/story f 'i'iews''lricaVniich iaan/tietroit/20 i 7/0S/06/no-fauit-aulo-in5itrance-detroit-michiga i , i /j00326660/ 

12 Waterman. C. 12015. April 031. Driving without insurance? Police in Michigan can now tell |usl by running your plate Retrieved from httos7/www ~'->p c.--.'; ; n v 

13 ibid : Heaton. I> 12010. January 011 Auto Insurance Reform in Michigan What Can the Oata Tell Us 7 Retrieved from http://www.rand .or g/pubs/pc <, ; r- a STTE'?.' 

OP2 93.htm l 

14 Costing. J i?019. February U) Duggan to lawmakers Michigan auto insurance system morally indefensible Retrieved from hups 7/w.v'v.:I-; vo-i-ews com y ■■ ^ 

news/i'ocal/michio8 n/20 19/02/13/duopan-t 3wmakers-roich i qan-3uip-in5uraoce-l8w-moraUy-ind8fensible/2858 343002/ 
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tn addition, Michigan does not impose medical fee sched¬ 
ules,' 5 meaning that hospitals can charge auto insurers more 
than they can charge health insurers. This leads no-fault 
insurers in Michigan to be charged significantly more than 
Medicare, Workers Comp, or private insurers for the exact 
same medical procedures. 14 

Together, this means that the average cost per claim is dra¬ 
matically higher in Michigan than in other states. In 2013. the 


average cost per auto accident claim in Michigan was over 
$75,000—more than five times the figure in the next highest state 
New Jersey, also a no-fault state, was the next highest with an 
average cost of $13,600.' 7 As one might expect, with unlimited 
protection and no regulations on medical fees, the system is 
a prime target for personal injury attorneys, with PIP-related 
first-party lawsuits now making up two thirds of all lawsuits 
in the state.' 8 Large settlements resulting from these suits 
contribute to Michigan's high auto insurance rates. 19 


1 TABLE 2: MINIMUM CAR INSURANCE COVERAGE REQUIREMENTS IN NO-FAULT STATES” I 

STATE 

PERSONAL i.NJURY 
PROTECTION iPiPi 

PROPERTY 
DAMAGE IP01 

BODILY 

iNjURYlB!) 

UNINSURED 
MOTORIST IUM! 

FRAUD ' 
AUTHORITY? 

MEDICAL FEE 
SCHEDULE? 

PROHIBITED 
RATING FACTORS 

AVERAGE 

PREMIUM 

MI 

Unlimited, Lifetime 

StOK 

S20K/40K 

Optional 

Yes 

No 

No 

: $2,610 

FL 

! $10K 

: $t0K 

i Optional 

Optional 

Yes 

»« 

No 

S'. .8 78 

NY 

$50K 

: $10K 

i $25K/5QK 

$25K/$50K 

Yes 

Yes 

Yes 

$5,582 

H. 

$10K 

: $10K 

; $20K/40K 

Optional 

Yes 

Yes 

Yes 

$1,079 

KS 

i $4,500/person 

; $25K 

: S25K/50K 

$25K/$50K 

Yes 

1 No 

No 

; $1,427 

KY 

!■ $1QK* 

i $25K 

; $2SK/50K 

Optional 

Yes 

: Yes 

‘ NO 

: $2,050 

MA 

j $8K/ 

: $5K 

! $20K/40K 

$20K/$40K 

Yes 

i No 

Yes 

i $1,201 

MN 

; $40K/ 

i $10K 

S30K/60K 

$25K/$50K 

Yes 

• No 

i Yes 

; $1,258 

NJ 

i $15K. $250K 

: $5K 

; $15K/30K 

Optional 

Yes 

: Yes 

i- 

$1,679 

PA 

| $5K* 

$5K 

! $15K/30K 

Optional 

Yes 

; Yes 

; No 

$1,433 

UT 

: $3K 

: : $15K 

j $25K/65K 

Optional 

Yes 

; Yes 

: NO 

; $1,112 

ND 

! $30K 

j $25K 

} $25K/50K 

$25K/$50K 

Yes 

: No 

; No 

$1,230 


* Ir> addition, the Zebra report notes the following, '‘Kansas requires $4,500 each for medical and rehabilitation, ‘Kentucky and Pennsylvania are “no-fautt choice' 
states, where drivers can opt for fult-tort car insurance. ‘New Jersey's $250,000 medical minimum applies only to specific serious injuries. PIP "Add-on" Slates; 
Arkansas. Delaware. Washington D.C., Maryland. Oregon. South Dakota, Texas. Wisconsin, South Carolina, Washington". 

Source; reprinted from Why Michigan is in the Middle of a Car Insurance Crisis—and What Can Be Done by The Zebra retrieved from www.thezebra,com 


55 insurance information Institute. February 3,2014. 'Background on; No-fault auto insurance' 

14 Mosley, R, C., Jr, 12015. June 81. D-insurance: City of Detroit Insurance Company Feasibility Study. Retrieved from iv 


18 Reintfi, J. 12017, May 071. No -fault car insurance in Michigan: Here's how it works. Retrieved from https://www. freeo .com/ story/ n ews/ lopal/michiaan/de- 

|roH/2l)r7/05/04/no (auH-c ar-in sur ance-mirfi;oan-hei es-hovv-work'./1Q0&6845S/ : Reindt, J. 12017. May 081. How Michigan got - and kept - no-fautt auto insurance. 


of a Car Insurance Crisis - and What Can Be Done 12018, October), Retrieved from j 

iim jta d^m sole ai-cover agg 


./ccasaz2a/2Ql7/Q7/07/'is-it-time-to -cio-av 
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WHY ARE RATES SO HiGH IN DETROIT? 

As started earlier, the average price of an auto policy in De¬ 
troit is $5,414, eating up 18 percent of the median household 
income of Detroiters. 21 One reason Detroit rates are higher 
as compared with the rest of the state is the volume and size 
of PIP claims in the city. These high levels of PIP claims are 
driven in part by the relative lack of private health insurance in 
Detroit. No-fault benefits are tapped before Medicare or Med¬ 
icaid by law, so PIP benefits are called upon more frequently in 
places where public insurance coverage is more common, and 
private coverage is less so. This means that PIP is more likely 
to be called on to address damages than in other parts of the 
state. Not only are there far more PIP claims in Detroit than in 
the surrounding suburbs, but PIP claims are for almost double 
the amount ($59,000 on average, compared to $3Q.0Q0). 22 This 
then drives up insurance premiums in the city. 

Another reason for Detroit's highest-in-the-nation rates is that 
insurance companies use non-driving characteristics to set 
premiums for customers. 

This includes factors such as marital status, educational at¬ 
tainment, home ownership status, and credit scores. Because 
these factors are not directly related to one's driving record— 
yet are highly correlated with income—critics have argued that 
their use in setting premiums amounts to insurance "redlin¬ 
ing", with the same policy costing thousands of dollars more in 
the city limits of Detroit than it does just a few miles outside it. 
Of these factors, credit scores are by far the biggest cost driv¬ 
er. with rates more than doubting for those with poor versus 
excellent credit. 23 This is a big problem for Detroit residents, 
who collectively have some of the lowest credit scores in the 
country. 24 Thus, a single mother in Detroit with a perfect driv¬ 
ing record but bad credit could be charged one of the highest 
auto insurance premiums of any person in the entire country, 
despite never having been cited for a traffic violation or having 
been a part of a traffic accident. 


WHAT CAN WE DO? 

Addressing the extreme costs of auto insurance—and remov¬ 
ing a major barrier to mobility from poverty for low-income 
residents in Detroit and across the state—will require com¬ 
promise, sacrifice, and collective action by numerous stake¬ 
holders. Hundreds of bills have been introduced in the State 
Legislature over the past ten to fifteen years to address the 
issue, but so far. little agreement has been reached. Some 
proposals focus on redlining, targeting the way in which 
insurers use non-driving factors in setting premiums. These 
proposals would reduce the extent to which premiums vary 
within the state, but would not necessarily lower premiums 
across the state. Others focus on reining in PIP payouts, and 
in doing so reducing premiums statewide, but perhaps leaving 
in place significant geographical variation, in order to control 
rates and achieve buy-in from all stakeholders, both factors 
must be addressed. 

REINING IN PIP PAYOUTS 

A dear way to reduce rates would be to rein in PIP payouts. 
This could be done by: 

* REPLACING MANDATORY UNLIMITED LIFETIME PIP COV¬ 
ERAGE WITH A BROADER MENU OF COVERAGE OPTIONS. 

Michigan is the only state in the U.S. that requires drivers 
to purchase unlimited PIP coverage. 23 24 Doing away with 
mandatory unlimited lifetime coverage—and allowing con¬ 
sumers to select the coverage that best fits their needs as 
is done in other insurance markets—is the clearest way to 
reduce rates across the state, including in Detroit. Doing so 
is critical to reducing costs, but is likely to face significant 
opposition from interest groups that would be hurt financial¬ 
ly by this change. 

• IMPOSE FEE SCHEDULES. Michigan does not use fee 
schedules for medical care, creating numerous perverse 
incentives for stakeholders in the system. Several recent 
bills have included proposals to variously cap PIP fees at 


21 Ibid. 

22 Ibid. 

23 THE SECRET SCORE BEHIND YOUR RATES, (n.d.l. Retrieved from httP- J/www.cwsurMrrepwlSJtofttgfcatJ^ 

i ndex.htmttcreditroao : Study: Poor Credit Can Double Auto Insurance Rates. In.dJ. Retrieved from http://wwsv.ir'.su ranccr{iiotes.c orn/autofel Mdv-hi;vv -iiopr-tri:.dlt- 

24 Dudley, D. [2016, October 171. Detroit Is Americas Capital of Bad Credit. Retrieved from h;t os://www.div !ah.coni/uig/2014/ia/c|etxol!-:is-arnf;Llc3;:-C«i5jr 

tai-of-bad - cred if/ $0413 7/: Ludwig, S. 12015, October 131. Credit scores in America perpetuate racial injustice. Here's how I Sarah Ludwig. Retrieved from hitESifZ 
yywW;thE;jUBrdiBn.;om7coi7irrienti5free/2lji5/oct/13^yo ur-cre(iit - score-is-r3cis!-hercs-v. hv: Darity, W.. Jr.. Hamilton. 0.. Paul. M-. Aja. A., Price. A., Moore, A., & 
Chiopris. C. 12016). What We Get Wrong About Closing the Racial Wealth Gap. Retrieved from soci3leculty.du ke.edu 

25 Reindl, J. (2017, May 091, No-fauit fixes? How other states reined in auto insurance costs. Retrieved from htto://www. freep.c,om/st<?ry/newsAocal/michi- 
qa n/2017/05/08/how-can-auto-insurance-detroi!-afh>rdabl8/l00Qt8602/ 

5 26 Other no-fault states have mandatory minimum PIP purchase requirements ranging from $3,000 in Utah to $50,000 in New York. 
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anywhere from 100% to 160% of the Medicare rate (130% is 
the standard Michigan uses for Workers Compensation}. 27 
Doing so would immediately reduce costs associated with 
the system. 

» LIMIT CLAIM TIME. Under current law, accident victims in 
Michigan can initiate treatment during a one-year window. 
Reducing this window (as other states have done) could 
reduce fraud and the number of lawsuits associated with 
PIP claims. 

REFORM RATE SETTING PRACTICES 
A few states explicitly restrict the use of credit scores or other 
non-driving factors in setting rates. Their use is commonly 
raised as a concern by consumer advocates and residents of 
low-income neighborhoods who argue that racism and redlin¬ 
ing contribute to unreasonably high rates that are not justified 
by the cost of insuring. 

Prohibiting the use of all factors unrelated to a purchaser's 
driving record is difficult: insurance companies must be abte 
to develop actuarially sound models. But other states have 
struck compromises on this. California, for example, has es¬ 
tablished reasonable rate-setting guidelines, where insurance 
companies are required to prioritize three factors: driving 
record, annual miles driven, and years of driving experience. 
After these have been taken into account, several other (op¬ 
tional} factors may be added, such as marital status, frequen¬ 
cy of claims, age, and address. However together these cannot 


carry more weight than the first three. 28 The use of credit 
score is not permitted. 29 Based on a study by the Consumer 
Federation of America, low-income drivers in U.S. cities pay 
59 percent more for auto insurance than those with higher 
incomes, tn Los Angeles, this gap is just 9 percent, likely due 
to the regulations that California places on insurers. 38 

MOVING FORWARD 

The sides of this debate are well drawn. Medical providers, 
trial lawyers, and patient advocates have fought all efforts to 
reduce PIP payouts. Those representing high-poverty areas of 
the state have resisted reforms that fail to address the use of 
non-driving related factors in setting insurance rates. Insur¬ 
ers push back against efforts to restrict the use of non-driv¬ 
ing factors, arguing that they need this information to create 
actuarially sound models. 

Important to this conversation is the fact that not all Michigan 
residents are impacted by this problem equally. To the extent 
that higher income residents feel pinched by the cost of auto 
insurance, the challenges faced by low-income Michiganders 
and residents of Detroit in particular are much worse. Given 
this, any solution to the car insurance quagmire should seek 
to both: 1} reduce rates and 2) narrow the gap between what 
Michigan's wealthiest and poorest residents pay for auto 
insurance. Only in doing so can Michigan end a cycle of poverty 
that puts Michiganders and our state, as a whole, at a compet¬ 
itive disadvantage. 


27 Costing, j. 12818, June 131. El-Sayed: To cut auto insurance rates, end exploitation'. Retrieved from http^www dtftrpitpnws^^m^tarv^i-iews/kK:^!/^!?]?^ 
gan/20Hi/!i6.'!3/etsaYgd-auto-)nsurancp-retorm sy&973S3002/ : Reindl, J. 12018. August 24). Detroit mayor sues Michigan over high no-fault auto insurance rates. 
Retrieved from https://www.freei>.corr./s*orv'/monev/2818/08/2 3. , 'no-t ati (t-3uto-insi;rance-law5uii-mike-tl uQqan/f 071905002/ 

28 Some States Take Aim at 'Discriminatory' Auto insurance Pricing. In.d.J. Retrieved from http;,fivww.pe^nri.;sts nrq/en/rRftearc.h-and-anaiysir./bl'as/slate- 
iine/'201:'i/08/28/some-stci!es-tske-3ifn-at-discnminat orv-auto-insurance-pnc;r.ii : Feltner. T„ & Heiler, D. 12015). High Price of Mandatory Auto Insurance in 
Predominantly... Retrieved from https://consumgricd.org,’'wo-c ontent7uo1oads/2015/11/15ni8 insuranceinore domm antlvafricanaroericancom munilies CFA.odf 

29 California aiso requires "best price" guarantees tor good drivers, has a state-run low-cost plan for safe tow-income drivers, and requires insurance companies to 
provide documentation of their methods. 

30 Bjorhus, J. [2016, June 28). If you're poor, you'll pay more for car insurance, study finds. Retrieved from http ://www.startrjbone.com/rg pprt -i.ow-incoine~driye.CS::. 

$ ' nav-59-oercenl-mora-for-car-insurance/384S6S011/ 
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“Examining Discrimination in the Automobile Loan and Insurance Industries” 
May 1,2019 


Chairman Green, Ranking Member Barr, and distinguished members of the Subcommittee, thank 
you for inviting me here today to discuss discrimination and cars. I offer my testimony on behalf 
of the low-income clients of the National Consumer Law Center. 1 

I am an attorney with the National Consumer Law Center. On a daily basis, NCLC provides 
legal and technical consulting and assistance on consumer law issues to legal services office, 
government attorneys, and private attorneys representing low-income consumers across the 
country. 1 direct NCLC’s Working Cars for Working Families project which works to ensure 
that families get a fair deal when buying and financing a car and that the lack of a car does not 
stand in the way of families’ ability to become economically successful. We seek to bring 
transparency and fairness to the markets for used cars and car finance. We also promote solutions 
to help non-profit car-ownership programs that assist struggling families to get a car. 

A car often provides not only physical mobility but also economic mobility. In many places a 
car is needed to get to work, access affordable housing alternatives, and take advantage of 
educational opportunities. Cars are also very expensive to buy. In 2018, the average used car 
price exceeded S20.000 2 and the average interest rate for a consumer with sub-prime credit 
buying a used car was over 16%. 3 

Yet for some the costs of buying, financing, and using a car can be even greater based on their 
race or ethnicity. Consumers of some races and ethnicities are sometimes charged hundreds and 
even thousands of dollars more to finance a car 4 and are charged more for the car itself. 5 They 
are more likely to be pressured to buy add-on products such as service contracts, sometimes 


1 The National Consumer Law Center is a nonprofit organization specializing in consumer issues on behalf of low- 
income people. We work with thousands of legal services, government and private attorneys, as well as community 
groups and organizations, from all states who represent low-income and elderly individuals on consumer issues. 

’ Nathan Bomey, Used car payments hit record $400 per month as prices top $20,000, USA Today, Nov. 8, 2018. 

3 Experian, State of the Automobile Finance Market, Fourth Quarter 2018. 

4 Cohen, Mark A. Imperfect Competition in Auto Lending: Subjective Markups, Racial Disparity, and Class Action 
Litigation, available at: http://ssm.com/abstracfo951827. 

3 Ian Ayres. “Fair Driving: Gender and Race Discrimination in Retail Car Negotiations,” 104 Harv. L. Rev. 817 
(Feb. 1991); Ian Ayres and Peter Siegelman, “Race and Gender Discrimination in Bargaining for a New Car,” The 
American Economic Review, Vol. 85, No. 3 at. 304-321 (Jun. 1995) (analyzing over 300 paired audits and finding 
that white male car buyers were quoted significantly lower prices than African American or female buyers). See 
also lan Ayers, “Further Evidence of Discrimination in New Car Negotiations and F.stimates of Its Cause,” 94 Mich. 
L. Rev., 109(1995). 
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being told that the add-ons are required, 6 and then are charged more for those same add-ons. 7 
Attempting to negotiate for better terms has been shown to not be effective to address these 
disparities. 8 

These disparities make cars more expensive for some races and ethnic groups and keep some 
families from getting a car at all. They contribute to the differences we see in the ability of 
families to get a car. Of households that are at or below the poverty line, 13% of White 
households lack access to a car, compared to 31% of African American households and 20% of 
Hispanic households. 

Many disparities arise because the market for cars is troublingly opaque and inconsistent. A 
more consistent and transparent marketplace would not only benefit consumers of color but all 
marketplace participants, including car dealers, finance entities, and insurers that want to 
compete fairly and openly on price and quality on a level playing field. To move toward this 
goal, federal and state policymakers should: 

* Ban dealer interest rate markups. Any compensation paid to the dealer as part of the 
financing process should not be based on the interest rate or other financing terms, and should 
be consistently applied to all transactions. 

■ Amend the Equal Credit Opportunity Act (ECOA) regulations (Regulation B) to enable 
and require the collection and analysis of race and ethnicity data for auto financing 
transactions. 

* Prohibit discrimination in the pricing of goods and services. 

■ Increase enforcement of the ECOA. 

* Increase enforcement against general abuses in the sale and financing of cars. Given the 
evidence of discrimination in the sale and financing of cars, it is likely that many other abuses, 
from yo-yo sales to failure to pay off existing liens, are more likely to affect people of color. 
Stepped-up enforcement against all abuses in the sale and finance of cars could help address 
disparities and level the playing field for everyone. 

We have attached a draft of our forthcoming report. Time to Stop Racing Cars, which was 
written in preparation for this hearing. Also attached are our reports Auto Add-Ons Add Up: 

How Dealer Discretion Drives Excessive, Arbitrary, and Discriminatory Pricing (2017) and New 
Ways to Understand the Impact of Auto Finance on Low-Income Families (2016). 


“ Delvin Davis, Non-Negotiable: Negotiation Doesn’t Help African Americans and Latinos on Dealer-Financed Car 
Loans, Center for Responsible Lending, January 2014, available at: https://www.responsibIelending.org/other- 
consumer-loans/auto-financing/research-analysis/CRL-Auto-Non-Neg-Report.pdf. 

1 John W. Van Alst, Carolyn Carter, Marina Levy, and Yael Shavit, National Consumer Law Center, Auto Add-Ons 
Add Up, How Dealer Discretion Drives Excessive, Arbitrary, and Discriminatory Pricing (October 2017), available 
at: https://www.nclc.org/issues/auto-add-ons-add-up.html 

8 Delvin Davis, Non-Negotiable: Negotiation Doesn’t Help African Americans and Latinos on Dealer-Financed Car 
Loans, Center for Responsible Lending, January 2014, available at: https://www.responsiblelending.org/other- 
consumer-loans/auto-tinancing/research-ana!ysis/CRL-Auto-Non-Neg-Report.pdf. 
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I commend the Subcommittee for holding today’s hearing on such an important topic. We stand 
ready to work with this Subcommittee and other interested parties in bringing consistency, 
transparency, and fairness to the auto market. Thank you. 
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INTRODUCTION 


For most households in the United States a car is vital not only for physical mobility but also for 
economic mobility. Car access improves families' economic outcomes in a variety of ways. In 
the short term, having a car provides access to more and better job opportunities and expanded 
affordable housing options. In the long term, research has shown shorter commute times, 
which are often possible only with a car, to be one of the strongest factors in helping families 
escape poverty. 1 Transportation has a stronger role in social mobility than other community 
characteristics, including elementary school test scores, percentage of two-parent families, or 
crime. 2 In addition to shorter commute times, access to a car often means access to childhood 
extracurricular opportunities, better food options, and medical care in most areas of the 
country. 

Given the importance of cars, it is deeply concerning that a number of analyses have shown that 
the costs of buying, financing, and using a car vary based on the consumer's race or ethnicity. 
These studies have shown that a consumer's race or ethnicity can: 

* Increase the cost of credit to finance a car; 

* Increase the price of the car itself; 

* Increase the price of add-ons sold with the car; 

* Reduce the ability of consumers to successfully negotiate for better terms; 

■ Increase car insurance rates; and 

» Increase the likelihood that civil fines or penalties will result in driver's license suspensions. 

Studies show that African Americans and Hispanics and Latinos face higher car financing costs 
even when their credit scores, income, and other indicators of credit worthiness are just as good 
as whites 3 , and that they face higher liability insurance costs even if their driving history is just 
as good as whites. 4 

This report describes these studies. It then highlights how federal and state policy can be 
improved to encourage a transparent and consistent marketplace for cars that reduces or 
eliminates these disparities and makes the marketplace for cars fairer for all consumers and 
businesses dealing in good faith. 


CONSUMERS FINANCING A CAR FACE HIGHER INTEREST RATES BASED ON 
RACE AND ETHNICITY 

About 80% of car buyers obtain financing for the car at the dealership. 5 Dealers are the initial 
creditors but in most cases they have already arranged to sell the financing contract to a bank, 
finance company, or credit union before the car is even sold. These finance entities compete 
against each other to get dealers to send them these deals. One way they compete is to allow 
dealers to mark up the interest rate and keep some of the extra interest consumers pay. Each 
finance entity will tell the dealer the interest rate it is willing to take in a particular transaction 
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based on the consumer's credit record (the buy rate). But the finance entity, in an effort to 
convince the dealer to send it the deal, will allow the dealer to mark that interest rate up and 
keep much of the markup. 

Dealers make much of their profit from marking up interest rates. An analysis by the Center for 
Responsible Lending found that car buyers who financed at the dealership in 2009 paid $25.8 
billion in interest rate markups. 6 

These markups are not applied consistently to every consumer. As a result, consumers with die 
same credit risk can pay very different interest rates, depending on how much the dealer marks 
up die interest rate for that particular customer. Consumers have no way of knowing that their 
interest rate is being marked up or by how much. Even diose charged with supervising auto 
finance for fair lending purposes find it difficult to see if there is racial bias in these markups 
because the Equal Credit Opportunity Act (ECOA) prohibits die collection of race data for 
consumers financing a car. 7 

Analyses by Professor Ian Ayers 8 of the Yale Schools of Law and Management and Professor 
Mark A. Cohen 9 of Vanderbilt University's School of Management in connection with class 
action litigation between die late 1990s to early 2000s against major automobile creditors 50 
exposed the fact diat minority car buyers were marked up more often and by a greater amount 
than otiier car buyers. 11 The analysis used in this litigation matched finance markup 
information witii the drivers licenses of car buyers in states diat included race data on tiieir 
licenses. Professor Cohen's analysis looked at over three million transactions in which the 
dealer assigned the financing to a captive creditor (typically a wholly-owned subsidiary of a car 
manufacturer that provides financing for the sale of that manufactureds new cars). It showed 
that African Americans were marked up more often than whites and that their average markup 
was higher (see Chart l). 12 Since the buyer's credit score and otiier indicia of credit wortiiiness 
are already included in the buy rate, the differences in markup were not a reflection of any 
differences in credit worthiness. 
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Chart 1: Interest Rate Mark-ups Charged to African American vs. 
White Consumers at Five Captive Auto Creditors 



PRIMUS AHFC FMCC NMAC GMAC 


Source: Imperfect Competition in Auto Lending: Subjective Markup, Racial Disparity, and Class 
Action Litigation, Mark A. Cohen (Dec. 14,2006). Note: Primus Automotive Financial Services is a 
wholly-owned subsidiary of Ford Motor Corporation and services many non-Ford brands such as 
Mazda, Volvo and Jaguar. Accordingly, Primus was considered a captive lender for purposes of 
Cohen's analysis. Tlie full names of the other auto finance companies are: American Honda Finance 
Corporation Ford Motor Credit Corporation, Nissan Motors Acceptance Corporation and General 
Motors Acceptance Corporation 


This troubling pattern has persisted. The Consumer Financial Protection Bureau (CFPB) and 
the U. S. Department of Justice (DOJ) determined that over 235,000 people of color car buyers 
were charged higher interest rates for their car loans between April 2011 and December 20'13. B 
This analysis focused on just one major car financing company, Aliy Financial, hie. Subsequent 
enforcement actions based on similar analyses followed against American Honda Finance 
Corporation, Fifth Third Bank, and Toyota Motor Credit Corporation. 14 In these analyses, the 
CFPB used surname and geography as a proxy for race. 15 

Subsequent research has continued to show differences in financing terms between white and 
minority car buyers. In 2018, the National Fair Housing Alliance released findings from testing 
it conducted in 2016 and 2017. 15 The testing involved teams consisting of a white tester and a 
better qualified non-white tester, each of whom went to the same dealership to ask about 
purchasing the same new car. The better qualified non-white testers were quoted more 
expensive financing options than the white testers, with their average total payment $2,662.56 
higher than the white testers. 
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CONSUMERS FACE HIGHER PRICES FOR A CAR BASED ON RACE AND 
ETHNICITY 


Several studies have also found that some races and ethnicities are charged higher prices not 
only for car financing but also for the car itself. Two studies by Ian Ayres in 1995 found that 
African Americans were quoted higher prices titan whites. 17 These studies used testers, so there 
was no need to use surname or geography as a proxy for race and ethnicity. 


A 2003 analysis of more than half a million car purchase transactions 
at over 3,500 dealerships made similar findings. 18 The authors made 
inferences regarding car buyers' race or ethnicity by using census 
blocks. They found that among in-person car buyers, African 
Americans and Hispanics paid approximately 2% more than other 
consumers. While about 65% of the price difference could be 
explained by income, education, and other traits, the remainder 
could not. 


Several studies have also 
found that some races and 
ethnicities are charged higher 
prices not only for car 
financing but also for the cars. 


CONSUMERS FACE HIGHER PRICES FOR ADD-ON PRODUCTS BASED 
ON ETHNICITY 

Final numbers for cars and the cost of financing them (including interest rate markups), are 
typically determined in the finance and insurance (F&I) office at tire dealership. In these offices, 
many car add-on products, such as service contracts, GAP policies (meant to cover any gap 
between the amount the consumer's insurance pays when a car is stolen or totaled and tire 
amount the consumer owes), and window etching (etching the Vehicle Identification Number 
on windows as a way to discourage theft, often including some insurance-like coverage), are 
also sold. 19 Perhaps not surprisingly, the prices for these products are often higher for some 
people than others. 

In 2017, National Consumer Law Center (NCLC) examined millions of these add-ons that are 
sold to consumers as part of tire car sale transaction. 20 We found that variation between what 
consumers were charged for the same product was often dramatic. Many dealers charged one 
consumer hundreds or even thousands of dollars more than another consumer for tire same 
product. Some examples of these different charges for different consumers were astounding. 
One dealer, who paid $50 for a window etching product, marked the price up to as low as $349 
for some consumers and as high as $5,000 for others. 21 

As with other discretionary charges in auto sales and finance, NCLC found that where there 
was discretion and inconsistency, there was disparate impact by ethnicity. Examining service 
contract data from 48 states and the District of Columbia, NCLC found that average percentage 
markups for service contracts were higher for Hispanics than for non-Hispanics in 44 states. 22 
To make sure that we was not drawing unwarranted conclusions, we focused our analysis on 
states in which the number of transactions and other factors led to results with a high degree of 
statistical certainty and for which the difference in markups on both an absolute and percentage 
basis was statistically significant 23 We still found that Hispanics were charged more 
(see Chart 2). 
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Chart 2: Average Dealer Markup by State for Hispanics and 
Non-Hispanics for Service Contracts in Dollars 



MA VA NY FL KY MN NJ CT MO NE AZ CA OK TX 


Sintra;: National data set of dealer add-on products sold tn the U.S., Sept. 2009 - Dec. 2013 


Chart 3: Average Dealer Markup by State for Hispanics and 
Non-Hispanics for Service Contracts in Percent 



Source: National data set of dealer add-on products sold in the U.S., Sept 2009 - Dec. 2013 


We also saw disparities when we looked at the price of service contracts within individual 
dealers. We identified six California dealers for which the difference between Hispanics and 
non-Hispanics for both markup amount and markup percentage was statistically significant In 
all cases where both were statistically significant absolute and percentage markups were higher 
for Hispanics. 


©2019, National Consumer Law Center 


6 


Time to Stop Racing Cars 



85 


Chart 4: Service Contract Markup by Six California Dealers 
for Hispanics and Non-Hispanics, in Dollars 


Dealer A 

Dealer B 

Dealer C 

Dealer D 

Dealer E 

Dealer F 



$898 


$765 


$914 


$848 


* Hispanic 
Non-Hispanic 


$1,016 


$923 


$1,225 


$1,146 


$1,206 


$1,076 


$1,248 


$1,193 


Source: National data set of dealer add-on products sold in the U.S., Sept. 2009 - Dec. 2013 


Chart 5: Service Contract Markup by Six California Dealers for 
Hispanics and Non-Hispanics, in Percent 


Dealer A 

Dealer B 

Dealer C 


96 % 


80% 


117 % 


I 88% 



a Hispanic 
» Non-Hispanic 



Source: National data set of dealer add-on products sold in the U.S., Sept. 2009 - Dec. 2013 


These differences in markups are particularly troubling since they involve die retail prices of 
service contracts, which are not determined or affected by credit scores. Thus, they cannot be 
explained by differences in buyers' credit scores. 

In addition to higher prices, minorities may be targeted for more add-ons by dealers than other 
car buyers. A 201.4 study conducted by the Center for Responsible Lending found that African 
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Americans and Latinos were sold multiple add-on products almost twice as often as white 
consumers. 30% of African Americans and 27% of Latinos were sold multiple add-ons 
compared to 16% of whites. The study also found that car purchases that included multiple 
add-ons were associated with higher delinquency rates and greater risk of repossession. 24 

TRYING TO NEGOTIATE FOR BETTER TERMS DOES NOT NECESSARILY HELP 
AVOID DISCRIMINATION 

One hypothesis that is sometimes suggested to explain why people of color are charged more 
for cars, financing, and add-on products is that perhaps they just don't negotiate enough to 
obtain a lower price. Research by the Center for Responsible Lending looking at attempts to 
negotiate financing terms for car sales at dealers found that African-American and Latino 
consumers attempt to negotiate financing terms slightly more often than white car buyers yet 
were still left with worse terms. 25 


These results are in line with what we might expect from a process that places a great deal of 
discretion with a dealership employee in an F&l office. The need to quickly size up a potential 
car buyer and quickly reach the most profitable deal possibly leads many to rely, consciously or 
subconsciously, on race and ethnicity. 

Rick Hackett, former assistant director at the CFPB who represented auto finance companies 
both before and after his service with the CFPB, quoted one dealer who told him, "Look, you've 
got to understand, we've got a very short period of time to figure out the best way to put together all the 
mewing parts of a complex transaction for the consumer, and how we’re going to he able to negotiate to 
have a deal tlie consumer can accept and is adequate for the dealership. And so we have to make quick 
judgments when we sort out the process. So when you pick that initial rate for negotiating a finance rate, 
we all know Asians are better negotiators. " 2e 

CONSUMERS EXPERIENCE INCREASED CAR INSURANCE RATES BASED ON 
RACE AND ETHNICITY 

Even after buying and financing a car, the increased costs faced by some races and ethnic 
groups continue. Almost every driver must carry insurance. Every state but New Hampshire 
requires some level of liability insurance and almost every auto finance entity will require a 
consumer who is financing a car to carry some broader coverage that includes damage to tire 
financed vehicle. This required insurance is a large part of the cost of owning a car. 27 A 
consumer's race can have a large impact on the rates they must pay for insurance. 

The factors upon which insurance rates can be based vary from state to state. A consumer's age, 
marital status, gender, credit score, address, type of car, occupation, education, and other 
factors will often be included in determining what rate a consumer must pay in addition to the 
consumer's driving record. 

In a 2015 analysis. Consumer Federation of America (CFA) found that drivers living in zip 
codes that were predominantly African American paid higher rates for state-mandated car 
liability insurance than drivers in predominantly white communities who had similar 
backgrounds, including diving record, education, employment, and credit rating. 28 This was 
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true for all the five largest insurers in the country, in both urban and rural locations, and true 
across income levels. The findings were especially telling as the study compared rates for the 
same driver profile (an unmarried woman with a good driving history, who graduated from 
high school, held a clerical job, and rented her home) and the coverage was the minimum 
coverage required the state. The minimum required coverage varies from state to state and may 
include bodily injury liability, property damage liability, personal injury protection or no-fault 
coverage, and uninsured/underinsured motorist coverage. Most states require only liability 
coverage, not any coverage for damage to the consumer's car. This limited coverage focused on 
liability means that some circumstances that might arguably increase rates in some zip codes, 
such as frequency of damage to parked cars or stolen cars, would not come into play for setting 
die rates for statutorily required minimum coverage. 

Subsequent analysis by CFA has continued to find racial disparities in insurance pricing. For a 
2018 analysis, CFA obtained quotes from six large insurance companies in ten cities. Its analysis 
showed that residents of zip codes where the quotes were lower were overwhelmingly white 
(72% on average), while adjacent zip codes where rates were higher had more people of color 
and were only 29% white, on average. 29 

Chart 6: insurance Rates for Majority African Americans vs. Low 
Percentage of African Americans by Zip Code 

■ Majority African 
American 



Densest Urban Rural Communities Upper Middle-Income 

Communities Communities 


Source: High Price of Mandatory Auto Insurance in Predominantly African American Communities, 
Tom FeJtner and Douglas Heller, (Nov. 2015) 


A 2017 analysis of insurance premiums and payouts in California, Illinois, Texas, and Missouri 
by ProPublica and Consumer Reports also found disparate pricing for people of color. It found 
that insurers were charging premiums that were up to 30% higher in zip codes where most 
residents were people of color than in whiter neighborhoods, even though tire neighborhoods 
had similar accident costs for the insurers. 30 
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DRIVERS OF COLOR FACE INCREASED LIKELIHOOD THAT FINES OR FEES WILL 
RESULT IN DRIVER’S LICENSE SUSPENSIONS 

There is a host of other costs associated with driving. Given how important the ability to drive 
is in most of the country, the right to drive is often used as a stick to compel behavior or 
payments—even on obligations that are unrelated to driving. Across tire country a wide array 
of issues unrelated to driving can result in driver's license suspension, including falling behind 
on child support, failure to appear in court, writing a bad check, even unpaid student loans. 
Even among car-related issues many suspensions have no relation to public safety but are 
instead financial—most states suspend licenses simply for falling behind on, or being unable to 
afford, fines and fees owed to the government. 31 

This aspect of cars and driving is not immune to differences based upon race and ethnicity. 
While few would be surprised to learn that rates of driver's license suspensions due to a failure 
to appear or pay a ticket are correlated with poverty, they may be troubled to learn that they are 
also correlated with race. There is growing evidence that communities of color, and especially 
African-American communities, are disproportionately targeted for enforcement of minor 
crimes and traffic infractions that generate fines and fees. 32 Further, because African American 
families have less wealth to draw upon than white families when hit with unexpected fines or 
fees, African American motorists are more likely to be unable to pay the amounts assessed. 33 

As a result, African American and Latino motorists face higher rates of driver's license 
suspension than white motorists. A study by the coalition Back on tire Road California from 
2017 looked in California at the rate of license suspensions due to failure to appear or failure to 
pay by zip code. It found that of the 75 zip codes studied that had an African American 
population above 20%, 95% of them had a license suspension rate above the average and almost 
all the areas with the highest suspension rates had a high proportion of African American 
residents. 34 Additional research in North Carolina has found that the relationship between 
rates of suspension and poverty varies by race. 33 

For many people, driving is necessary to maintain employment and health, and thus 
approximately 75% of people with suspended licenses continue to drive. 36 The disparate harm 
to communities of color thus deepens as African Americans and Latinos are disproportionately 
arrested for driving with a suspended license, and a debt may begin a cycle of arrests, further 
fines and fees, and deepening indebtedness and loss of liberty. 37 When Back on the Road 
California looked at data from Los Angeles between 2013 and 2015, it found that although 
African Americans make up only 9.2% of the population, they represent over 33% of the arrests 
for driving on a suspended license. 38 Similarly Latinos, while making up 48.4% of the 
population, make up 52.2% of the arrests. Meanwhile, the population is 26.8% white, but 
whites make up only 14.8% of arrests. 


THE IMPACT OF THESE PRACTICES ON THE COST OF CARS AND ACCESS 
TO A CAR 

Given tire extent of increased prices for cars, financing, add-ons, and insurance faced by people 
of color, it is not surprising that they not only pay more for cars than similarly situated white 
households, but that they are less likely to have access to a car. Of households that are at or 
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below the poverty line, 13% of white households lack access to a car, compared to 31% of 
African American households and 20% of Hispanic households (see Chart 7). 

Chart 7: Households At or Below Poverty Without Access to a Vehicle, 

by Race or Ethnicity 



Source: Integrated Public Use Mierodatea Series: Version 7.O., Steven Ruggles et a!., (2016) 
Note: Poverty thresholds are updated each year by the Census Bureau. The federal poverty 
level for a family of four in 2016: $24,300. 


This disparity holds true for households above the poverty level. Only 3% of white households 
above the poverty level lack access to a car, compared to double as many Hispanic households 
and three times as many African American households (see Chart 8). 

Chart 8: Households Above Poverty Without Access to a Vehicle, by 
Race or Ethnicity 



Asian African American Hispanic White 


Source: Integrated Public Use Mierodatea Series: Version 7.O., Steven Ruggles et at, (2016) 
Note: Poverty thresholds are updated each year by the Census Bureau. The federal poverty 
level for a family of four in 2016: $24,300. 
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Non-Metro Area 


It might be argued this disparity could be explained by a higher concentration of African 
American households living in metro areas with greater access to public transportation. 
However, even when we break out metro and non-metro areas, the disparity persists both 
above and below tire poverty guidelines. 


Chart 9: Metro Area vs. Non-Metro Area Households Above Poverty 
Without Access to a Vehicle, by Race or Ethnicity 


si Asian 

■ African American 

■ Hispanic 

■ White Non-Hispanic 


Smirce: Integrated Public Use Microdatea Scries: Version 7.O., Steven Ruggies et at, (2016) 

Note: Poverty thresholds are updated each year by the Census Bureau, the federal poverty level for a family of 
four in 2016: $24,300. 


Chart 10: Metro Area vs. Non-Metro Area Households At or Below 
Poverty Without Access to a Vehicle, by Race or Ethnicity 


* Asian 


■ African American 


■ Hispanic 

* White Non-Hispanic 


Non-Metro Area 


Metro Area 


Strunx: Integrated Public Use Microdatea Series: Version 7.O., Steven Ruggiesetal., {2016) 

Note: Poverty thresholds are updated each year by the Census Bureau. The federal poverty' level for a family of 
four in 2016: $24,300. 
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THE NEED FOR PUBLIC AND PRIVATE ENFORCEMENT OF FAIR LENDING LAWS 

Public and private enforcement of anti-discrimination statu tes is critical if the pricing disparities 
described in this report are to be eradicated. In die past, strong enforcement actions by 
governmental and private parties appeared to make some progress. Class actions brought in 
fire late 1990s and early 2000s resulted in settlements with the major auto financing entities. The 
settlements varied but included caps on interest rate markups, monetary relief to some class 
members, programs to provide more affordable credit to diverse consumers, interest rate 
reductions through refinancing, and other terms. The terms agreed to in the settlement of these 
cases, including the caps, have all now expired. 

Starting in 2013, die CFPB and DOJ filed a series of enforcement actions against major car 
financing entities, based on data analysis by the CFPB that showed that minority car buyers 
were charged higher interest rate markups than white buyers without regard to credit scores. 

As a result of the first enforcement action. Ally Financial, Inc. and Ally Bank were ordered to 
pay $80 million in damages to harmed consumers and $18 million in penalties. 39 Other 
enforcement actions followed. American Honda Finance Corporation was ordered to pay $24 
million in damages to harmed African American, Hispanic, and Asian and Pacific Islander car 
buyers and to change its pricing and compensation system to reduce the risk of 
discrimination. 40 Fifth Third Bank was required to pay $18 million to harmed African American 
and Hispanic borrowers and change its pricing and compensation system. 41 Toyota Motor 
Credit Corporation agreed, as part of its settlement, to pay up to $21.9 million in restitution to 
African American and Asian and Pacific Islander car buyers who were charged higher interest 
rates than white borrowers for their auto loans, without regard to their creditworthiness, and to 
change its pricing and compensation system to substantially reduce dealer discretion and 
financial incentives to mark up interest rates. 42 

Enforcement actions like these bring redress to consumers and give companies a strong 
incentive to examine and reform their financing practices to eliminate pricing disparities. They 
also make it easier for other finance entities to adopt pricing and compensation systems that 
reduce dealer discretion and the opportunity for discrimination and still be able to compete. 

At the same time as it was bringing these enforcement actions, the CFPB issued a bulletin 
designed to assist the finance entities over which it had enforcement authority to limit their risk 
of violating the Equal Credit Opportunity Act (ECOA). 43 This was a proactive step to help 
financing companies move forward and avoid the practices that led to disparate pricing. 

In recent times, however, the ability to guard against discrimination in financing cars has 
become more uncertain. All of tire settlements reached in tire class actions expired as of 2012, 
and similar private actions are unlikely given the widespread use of arbitration clauses and 
certain Supreme Court decisions drat impede class actions. In addition, those class actions 
relied on state driver's license information to determine the race of borrowers, but the number 
of states that record race data on driver's licenses has declined, and the ECOA does not require 
or allow data about race or ethnicity of car buyers to be collected. 

These restraints on tire ability of consumers to address discrimination through private litigation 
have made vigilant enforcement of fair lending laws by public entities all the more important. 
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However, in 2018, Congress passed a joint resolution disapproving the bulletin that the CFPB 
issued in 2013 to help financing entities avoid ECOA violations. There were also indications 
that the attitude of Are CFPB towards enforcing fair lending laws was changing. CFPB Acting 
Director Mick Mulvaney was widely quoted as saying at a speaking engagement that the 
Bureau would be "reexamining the requirements" of the ECOA and that if the rate of violations 
were not frequent "maybe — it's evidence of a lack of criminal intent, and maybe there's a good 
place ... for me to execute some prosecutorial discretion " u 

As Are changes at the CFPB in regard to the enforcement of fair lending laws became apparent, 
the market was quick to react. Large auto finance entities, such as BB&T and BMO Harris Bank, 
had implemented compensation systems that paid dealers a flat fee, raflier Alan one that varied 
based on the terms of Are credit, for assigning car financing contracts to Aiem. Botii reverted to 
policies that allowed for large variable markups. BB&T, which had implemented a flat fee 
system in 2015, announced in early 2018 that it was moving to allow maximum dealer interest 
rate markups of 2% on loans up to 75 months and allow the dealer to keep a maximum of $5,000 
for marking up the consumer's interest rate.® 

Meanwhile, despite Congress's disapproval of the CFPB's 2013 bulletin, the CFPB's autiiority 
and duty to enforce fair lending laws remains the same. 46 The FTC also has authority to enforce 
the ECOA against businesses that fall within its jurisdiction. 47 


CONCLUSION AND RECOMMENDATIONS 


The lack of vehicle access has a strong impact on the economic mobility of a family. Addressing 
the disparities identified can help mitigate disparities in economic success going forward. 


A major factor in fostering the disparities that these reports have documented is that tire current 
market for cars is troublingly opaque and inconsistent. Even when they do not result in 
discrimination, these problems harm consumers in general. Car prices, financing costs, and 

prices for add-ons are all derided behind dosed doors. This process 
favors dealerships, as they are repeat players with superior 
knowledge and are very good at extracting Are most profit from 
these deals that they can. In particular, dealers that are upfront and 
consistent about the cost of cars, add-ons, and financing are at a 
competitive disadvantage compared with dealers that are not. 


A more consistent and 
transparent marketplace 
would not only benefit 
consumers of color but all 
marketplace participants, 
including cat dealers, finance 
entities, and insurers that 
want to compete fairly on 
price and quality on a 
level playing field. 


A more consistent and transparent marketplace would not only 
benefit consumers of color but all marketplace participants, 
including car dealers, finance entities, and insurers that want to 
compete fairly on price and quality on a level playing field. To 
move toward this goal, federal and state policymakers should: 


* Ban dealer interest rate markups by statute or rulemaking. Any compensation paid to the 
dealer as part of the financing process should not be based on the interest rate or other 
financing terms, and should be consistently applied to all transactions. 


* Amend the ECOA regulations (Regulation B) to enable and require the collection and 
analysis of race and ethnicity data for auto financing transactions. 
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88 Prohibit discrimination in the pricing of goods and services. The ECOA prohibits 
discrimination in the terms of credit but there is no similar protection for the pricing of goods 
and services. 

* Increase enforcement of the ECOA and state fair lending laws. 

* Increase enforcement against general abuses in the sale and financing of cars. Given the 
evidence of discrimination in die sale and finance of cars, it is likely that many other abuses, 
from yo-yo sales to failure to pay off existing liens, are more likely to affect people of color. 
Stepped-up enforcement against all abuses in the sale and finance of cars could help address 
disparities and level die playing field for everyone. 

m Take action on insurance rate setting. After reports of the impact of race in insurance costs, 
die California Department of Insurance began requiring more justification from insurers for 
their measurement of risk in rate setting and announced that it would "more closely police the 
clustering algoritiims, and tiieir impact on poor and minority neighborhoods, as tiiey review 
future rate filing applications ." 48 

88 End suspension of driver's licenses for reasons beyond dangerous driving. 
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EXECUTIVE SUMMARY 

Add-on products sold by car dealers, such as service contracts, Guaranteed Asset Pro¬ 
tection (GAP) insurance, and window etching, make up a large share of dealers' prof¬ 
its. They also significantly increase car buyers' costs. While many have questioned the 
value of these products for consumers, the pricing of these products has received less 
attention, largely because pricing is not transparent and consumers, and to some extent 
even regulators, lack information about what car buyers pay for these products. Dealers 
decide what to charge each consumer and generally only the dealer, the finance company, 
and the third party provider of the add-on ever know what other consumers are paying. 

This National Consumer Law Center analysis of a large data set is a revealing first look 
at what dealers pay for these add-on products and what they charge consumers. We 
found that: 

■ Add-on products are sold at prices far higher than dealer costs. Dealers mark up 
add-on products more than other similar products are marked up. They mark up 
add-on products by a far higher percentage than they mark up cars. 

■ Dealers are inconsistent in the pricing of add-on products, with even individual deal¬ 
erships charging some consumers many times more than other consumers for the same 
product with the same dealer cost. 

■ This inconstant pricing for the same add-ons leads to pricing discrimination, with His- 
panics charged higher markups than non-Hispanics. 

» Companies that provide car financing play an important role in allowing excessive and 
discriminatory markups of auto add-ons. 

These abuses, damaging enough in themselves, set in place a chain of other conse¬ 
quences for consumers. The expensive add-ons increase the price of cars, putting them 
out of reach for some consumers. They also increase the loan to value (LTV) ratio for 
cars, as they increase the amount that consumers finance without providing any real 
increase to the value of the car. These higher LTVs result in more negative equity, which 
hurts consumers and other players in the auto sales and finance market because a con¬ 
sumer who owes more than his or her existing car is worth will have a hard time trad¬ 
ing it in and buying a new car. High LTVs have also been associated with higher default 
rates, again harming consumers and the industry as a whole. 

We recommend the following steps to help protect car buyers from the abuses described 
in the report: 

■ Dealers should be required to post the available add-ons and their prices on each 
car in the lot, along with the price of the car. To prevent the dealer from reintroduc¬ 
ing non-transparency by offering discounts to some customers but not others, the 
prices for the add-on products must be non-negotiable. 

■ To root out pricing discrimination, the federal Equal Credit Opportunity Act regu¬ 
lations should be amended to require documentation of the customer's race or 
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national origin for non-mortgage credit transactions, as is currently required for home 
mortgage transactions. If discrimination remains hidden, it will not be possible to end it. 

* State and federal enforcement authorities should investigate discrimination in 
pricing of add-on products and bring enforcement actions against a dealer if dis¬ 
crimination is shown. The Consumer Financial Protection Bureau, the Federal Trade 
Commission, the Federal Reserve Board, and state attorneys general all have authority 
in this area. 
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INTRODUCTION 


The largest source of dealer profit from car sales at many car dealers is not the sale of the 
"metal" (the vehicle itself), but the extension of financing and the sale of "add-ons"— 
items such as sendee contracts. Guaranteed Asset Protection (GAP) insurance, and 
window etching. Court cases and federal enforcement actions have cast much attention 
on dealers' role in financing. Much less attention has been devoted to the dealer's sale of 
add-on products in conjunction with the automobile sale. 

This report uses recent data to analyze the pricing of add-ons. Our analysis finds that the 
pricing of add-ons involves large mark-ups and arbitrary and discriminatory pricing. We 
then outline recommendations to limit these abuses. 


Case Study: The Hard Sell for Add-on Products 1 


In early 2013, Sharay Freeman—a nursing student, aide to developmentally dis¬ 
abled adults, and mother of three children—was in desperate need of a reliable, 
affordable car. She found a 2007 Honda Odyssey advertised for sale by A Better 
Way Wholesale Autos in Connecticut for $10,995, and rented a car for the 45- 
mile drive to the dealership. 

When she got there. Sharay asked the dealer what fees would be charged in ad¬ 
dition to the advertised sales price. She was told that there would be a convey¬ 
ance fee, a VIN etching fee, registration costs, sales tax, and a finance charge, 
and that she had to pay a $2,500 non-refundable deposit to start the credit ap¬ 
plication process. The dealer told her the deposit was standard practice and that 
it would be refunded if her application was not approved, and that she would pay 
approximately $320 per month for 42 months. Sharay signed a purchase order 
for the minivan and later paid the deposit. The purchase order showed a cash 
purchase price of $10,995, VIN etching costing $198, a dealer conveyance fee 
of $598, sales tax of 6.35%, and an unspecified amount for registration of the 
vehicle. 

After the dealer called to tell her she was approved for financing, Sharay went to 
pick up the minivan. When she arrived, the dealer told her that, in order to ob¬ 
tain the financing it had arranged, she had to buy a number of additional add-on 
products—ones that carry large profits for the dealer. The dealer made a num¬ 
ber of proposals with different add-ons, including a tire and wheel package for 
$1,390, a service contract for $1,474, and, in one of the dealer's proposals, oil 
changes for life for $299. 

(Continued on next page.) 
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The Hard Sell for Add-on Products (continued) 

These add-on products would have increased Sharay’s payment to $447 per 
month versus the initial quote of $320 per month- -well more than she could 
afford. Sharay refused, and asked for her deposit back. The dealer refused to 
return the deposit, leaving her unable to buy another vehicle for a year. Sharay 
enlisted the help of consumer attorney Dan Blinn, filed an action against the 
dealer and prevailed at trial and a subsequent appeal. The dealer has appealed 
the matter again. 

The dealer didn't tell Sharay how much it paid for the add-on products that it 
wanted her to buy, but it was likely marking them up well beyond their cost, mak¬ 
ing them very profitable. This report shows, based on newly available data, that it 
is common for dealers to mark up window etching—the add-on product included 
in Sharay’s original contract—-by over 300%, and that some dealers mark it up 
by over 1,000%. Many dealers also mark up other add-on products, including 
service contracts, by 300% or more. They often have no set prices for these 
products, but set whatever pnce they think the consumer can be induced to pay, 
leading to the potential for discriminatory pncing based on race or national origin. 


BACKGROUND 

The Importance of Cars and Car Sales 

Cars are tremendously important for a family's economic success. They provide not only 
mobility in a geographic sense—getting people to work, grocery shopping, after-school 
activities and doctors' appointments—but also mobility in family economic status. Lack 
of a car can dramatically restrict employment and educational opportunities. Having a 
car can improve commute time, which a Harvard University study found to be a larger 
factor in escaping poverty than factors like exposure to crime and 
the quality of elementary schools. 2 For many low income families, 
transportation costs, which are necessary to reach jobs and ser¬ 
vices, are as high as housing costs. 3 For many families a car will 
be the most expensive purchase they ever make. 


Although the total dollar 
amount of vehicle credit is 
less than the dollar value of 
mortgage credit or student 
loan credit, the number of 
vehicle financings each 
year far exceeds the total 
number of both mortgage 
and student loans combined. 


In addition to the importance of car purchase transactions to indi¬ 
vidual families, the role of car sales and finance in the broader US 
economy must not be underestimated. 4 While total outstanding 
debt for home mortgages and student loans exceeds car debt, 
cars are financed much more often. In other words, although the 
total dollar amount of vehicle credit is less than the dollar value 
of mortgage credit or student loan credit, the number of vehicle 
financings each year far exceeds the total number of both mort¬ 
gage and student loans combined (see Chart 1). Each vehicle 
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CHART 1 

Total Number of Originations by Loan Type 



©National Consumer Law Center, 2017 

Sources: Federal Reserve Bank of New York Consumer Credit Panel 15:Q4; Equifax U.S. Consumer Trends, 
February 11, 2016; Federal Reserve Bank of New York, Student Loan Borrowing and Repayment Trends, 2015 
(student loan data through 2014). 

* The student loan data represents the number of borrowers originating student loans during a given year, 
rather than the number of loans originated. 


credit transaction gives the dealer a new opportunity to sell add-on products and mark 
up the interest rate. 

How Dealers Profit in the Car Sale Transaction 

The sale of financing and add-on products in the dealer's Finance and Insurance (F&I) 
office is a primary source of profit for car dealers, often eclipsing the profits dealers 
make from selling the car itself. About 80% of car buyers obtain financing for the car at 
the dealership. 5 For these consumers, most dealers line up a bank or other creditor that 
will be the ultimate creditor that the consumer pays. The creditor that the dealer lines up 
then tells the dealer the interest rate it is willing to give the consumer in light of the con¬ 
sumer's credit record. But the creditor typically allows the dealer to mark that interest 
rate up, and keep much of the markup. As a result, consumers with the same credit risk 
can pay dramatically different interest rates, depending on how much the dealer marks 
up the interest rate for that particular customer. Dealer's make much of their profit from 
marking up interest rates. An analysis by the Center for Responsible Lending found 
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that car buyers who financed at the dealership in 2009 paid $25.8 billion in interest rate 
markups. 6 

Class action litigation against major automobile creditors has exposed and to some 
extent limited the abusive practice of dealers' interest rate mark ups/ Analyses by Pro¬ 
fessor Ian Ayers 8 of the Yale Schools of Law and Management and Professor Mark A. 
Cohen 9 of Vanderbilt University's School of Management have demonstrated the dispa¬ 
rate impact on African-Americans of larger and more frequent interest rate markups when 
compared to white consumers of equal creditworthiness. The Consumer Financial Protec¬ 
tion Bureau (CFPB) has also addressed these practices through enforcement actions. 10 

While receiving much less attention than auto financing, the sale 
of auto add-on products is another huge profit center for dealers. 
Although most dealers do not disclose information about profits 
from add-on sales, disclosures made by publicly traded dealer 
groups are instructive. In the third quarter of 2016, AutoNation 
Inc. showed an average gross profit from financing and the sale 
of add-on products of $1,617 per vehicle. 11 Group 1 Automotive 
Inc/s financing and add-on profit in the United States was $1,578 
per vehicle. 12 Such profits often exceed a dealership's profit on the sale of the vehicle 
itself. Although traditionally much, if not a majority, of those profits came from interest 
rate markups, recently more dealers are deriving a majority of their F&I profits from the 
sale of add-on products. 13 

Types of Add-on Products 

Car dealers sell a dizzying and ever-evolving array of add-on products. Most, however, 
fall into one of two categories—hard add-ons and soft add-ons. 

Hard add-on products are physical items, such as non-standard entertainment systems 
or navigation systems, curb feelers, pickup truck bed covers, racing stripes, vinyl roof 
covers, and much more. Hard add-ons have declined in popularity. Not only are many of 
the items out of style with consumers, but it has become easier for consumers to compare a 
dealer's prices for hard add-on products with third parties' prices for the same products. 

Soft add-on products do not involve a physical product added to the car. Examples are 
service contracts and various vehicle protection products (see page 7). Soft add-ons are 
more popular with dealers. They have none of the costs or effort associated with physi¬ 
cal products. They require no shipping from the supplier to the dealer, no time to install, 
and no storage space at the dealership. Notably, it is difficult for customers to under¬ 
stand what they are buying and compare the add-on with other similar products. 

This allows dealers to charge higher markups over dealer costs and results in larger 
dealer profits. 

A few products combine aspects of both hard and soft add-ons. For example, customers 
may be sold rustproofing with a promise of compensation if the car begins to rust within, 
a specified time, or an upholstery or paint protection package with a similar promise of 
compensation. 


Add-on profits often exceed 
a dealership’s profit on the; 
sale of the vehicle itself. 
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Some of the soft add-ons or combination add-ons are either insurance, are regulated as 
insurance, or are very much like insurance. Whether a product is, in fact, insurance can 
affect consumers' rights in the transaction. If the product is considered insurance, the 
dealer may be required to be licensed in order to sell the product and there may be addi¬ 
tional regulation of the pricing of the product and the amount and availability of refunds 
if the product is canceled. 

Some Typical Soft Add-On Products 

Service contracts, often called extended warranties or breakdown insurance, are writ¬ 
ten contracts to perform maintenance or repair of a car or other consumer product for a 
specified length of time or mileage traveled. A sendee contract can be sold on a vehicle 
not covered by a warranty or it may supplement a warranty by having a longer dura¬ 
tion, covering additional parts or services, or providing additional remedies. Service 
contracts often pay out only a small portion of premiums in claims and much of the con¬ 
sumer's payment goes to the auto dealer. 

Guaranteed Asset Protection (GAP) products ostensibly protect consumers who owe 
more on their car than the car is worth. Many consumers drive off the dealer's lot owing 
substantially more than the car is worth. In fact many consumers still owe more than the 
car is worth when they attempt to trade it in for a new one. 14 This "negative equity"— 
the amount by which the debt on the car exceeds its value—is attributable not just to 
depreciation, but also to consumers being overcharged for the car and sold expensive 
add-ons. 

When a vehicle with negative equity is stolen or wrecked, the consumer's collision or 
comprehensive insurance coverage typically is limited to the value of the car, and is not 
based on the remaining amount owed on the car financing. The consumer is then liable 
to the creditor for the amount of the car's negative equity at the time of the theft or acci¬ 
dent. GAP products are advertised as holding the consumer harmless for the difference 
between the balance on the debt and the amount paid under an automobile physical 
damage insurance policy in the event that the vehicle is totaled or stolen. 

Dealers aggressively push GAP products because they are highly profitable. GAP prod¬ 
ucts also reduce risk for the creditor 13 while at the same time adding to the amount 
financed, thus increasing finance charges. On the other hand, consumers often find that 
GAP products fail to provide the promised benefits. Most GAP products exclude cars 
that are uninsured or under-insured and also do not pay for interest and fees accruing 
from the time the car was totaled or stolen until the insurance payment is made. GAP 
coverage often excludes that portion of negative equity resulting from a trade-in whose 
pay-off exceeds its value. It may also exclude the portion of the consumer's obligation 
that reflects the cost of add-ons, such as service contracts, window etching, and some¬ 
times even the GAP product itself. Some GAP policies also do not cover the deductible 
on the consumer's collision or theft coverage. 

Window Etching (Etch) is one of a number of "vehicle protection products" marketed 
by dealers as deterring theft or making it easier to identify and recover a stolen vehicle. 
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The dealer etches an identification number, often the Vehicle. Identification Number 
(VIN), on one or more of the car's windows. The etching supposedly deters theft, but a 
thief can replace the etched window relatively cheaply and the VIN is already marked in 
several areas on the car that are much more difficult to find and remove. Etch typically 
comes with the supposed benefit that, if the vehicle is stolen, the consumer will receive 
a discount—typically several thousand dollars—on a replacement vehicle. The contract 
may require the consumer to purchase the replacement vehicle from the selling dealer. 

Many dealers etch all the cars on their lot, "preloading" the add-on. Dealers often find 
this allows them to have a much higher penetration rate, 16 although it sometimes alien¬ 
ates customers. This practice means that, unlike sendee contracts and GAP insurance, 
some dealers sell etch products on most of their vehicle transactions while other dealers 
do not sell etch products at all. 17 

Other acid-on products not examined specifically in this report include key protection 
plans, tire protection plans, dent protection, prepaid maintenance, lease products, credit 
insurance. Certified Pre-Owned (CPO) programs, and warranty products: 

■ Key, tire, and dent protection plans promise to cover all or some of the replacement 
cost of keys or tires should they be damaged or lost under certain circumstances. Dent 
protection usually offers to pay claims for a type of paintless dent repair and typically 
comes with many exclusions. 

» Prepaid maintenance plans promise to cover regular maintenance costs for a specified 
period. Dealers like these plans not only because of the profit they receive from the sale 
of the plan but also because the plans keep the consumer coming back to the dealer, 
giving the dealer the opportunity to generate more business for its lucrative service 
department and the potential to sell tire consumer another car later on. 

■ Lease products are a growing add-on area, as almost one-third of new car transactions 
are now leases. While some consumers who lease might be persuaded to buy a few 

of the usual add-ons, such as key protection, prepaid maintenance, or tire protection, 
they generally will not purchase a service contract or GAP on a leased vehicle. Accord¬ 
ingly, add-on providers have developed lease coverage products that claim to cover 
occurrences that might require payment at the end of the lease term, such as the con¬ 
sumer's liability for unusual wear and tear, scratches, and dings. This product usually 
comes with many exceptions. 

» Certified Pre-Owned (CPO) programs and warranty products are not typical add-ons 
because they are included in the price of the car when it is listed for sale, rather than 
being added separately later. CPO programs provide a certification claiming that a 
car has been inspected and found to be in good condition. Typically they also provide 
a warranty for the car. CPO programs may be offered by a vehicle's manufacturer or 
may be offered by a third party on almost any brand of vehicle. Warranty products are 
similar to service contracts but are included in a vehicle's sales price. 

■ Credit insurance used to be one of the more common add-ons, but its use by dealers 
has dwindled. Credit insurance ostensibly pays all or part of the outstanding debt on 
the car in the event of an occurrence such as death, disability, or unemployment. 
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ANALYSIS OF ADD-ON DATA 

This report is based on an analysis of a nationwide data set of 1-8 million car sale trans¬ 
actions resulting in the sale of almost 3 million add-on products from September 2009 
through June 2015. Included in the data set are transactions involving over 3,000 car 
dealers selling a wide range of add-on products they purchased from a single third party 
add-on provider (see Chart 2). A description of the data set is found in the Appendix. 

As seen in Chart 2, in the data set, 33% of products sold were service contracts, 26% were 
GAP, 15% were various warranty-type products, and 9% were Etch. This report focuses 
on service contracts, GAP, and Etch, as they make up the great majority of products sold 
for which the consumer is charged a separate fee. Sales of warranty-type products are 
excluded from our analysis because the consumer's charge for these products is rolled 
into the price of the car. 

The prevalence of service contracts and GAP in our data set is roughly consistent with 
published information about dealers' penetration rates in selling these products. Indus¬ 
try sources place the penetration rate for service contracts between 38%’ 8 and 54%, J9 for 
GAP between about 37% 20 and 50%, 21 and for Etch about 20%. The percentages are dif¬ 
ferent than the percentage distribution by product in our data because the industry data 
refer to the percentage of vehicle sales that include a specific add-on, while the distribution 
percentage for our data is the percentage of a particular type of add-on as a percent of all 


CHART 2 

Add-on Products Sold by Category 



gap 

l ® ss ^ 462,170 


©National Consumer Law Center, 2017 

Source: National data set of one provider’s add-on products sold in the U.S., September 2009-June 2015, 
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add-ons sold. Both industry figures and our data are roughly consistent, however, in that 
both show service contracts as slightly more prevalent than GAP, and both GAP and ser¬ 
vice contracts as significantly more common than Etch. 

Our data set includes sales of add-on products sold by dealers in all 50 states and the 
District of Columbia. Looking at just the three add-on products examined in this report, 
the data set includes thousands of sales in most states. In 21 states, the data set includes 
over 25,000 sales of these three add-on products for that state, and in more than half of 
those states the number of products sold is greater than 60,000. 


PRICING OF ADD-ON PRODUCTS 

Comparing Add-on Markups to Markups for Other Retail Products 

Car dealers mark up the price of add-on products significantly over the dealer's cost 
to buy the add-on product from a third party add-on supplier. Looking collectively at 
service contracts, GAP products, and etch products, the combined average markup was 
170%. 22 Of course, other retailers also mark up retail prices above cost, but the mag¬ 
nitude of auto add-on markups is often exceptionally high, considering the nature of 
the product being sold. A review' of retail markups more broadly gives some context in 
which to examine markups of add-on products. 

The magnitude of retail markups varies greatly by industry and by product. Brick and 
mortar retailers, such as big box office supply or sporting goods stores, might mark up 
their goods by 40 to 50%. Other, more general, big box stores like Costco or Target might 
have markups between 10 and 50%. 23 

Some clothing retailers mark up their goods at a higher rate of 50 to 100%. These higher 
markups, however, are tempered by frequent sales that result in far lower markups. 
Styles change quickly and clothing retailers often must sell large portions of their inven¬ 
tory at much lower prices. 

Jewelry stores have markups between 25 to 125% 24 but typically have a low turnover 
with significant capi tal invested in their inventory and high security costs. Furniture stores 
might mark up their stock by 80% 25 but have very large items to store and ship. 

Some brick and mortar stores use lower markups. Grocery stores, for instance, often mark 
staples up only 2 to 8%, 26 relying on a large volume of sales and higher markups on more 
luxurious items. All of these industries are under pressure from online retailers whose 
costs are reduced because they do not maintain physical stores. Those reduced costs and 
higher volumes translate into markups averaging 15% for Amazon. 27 

Car dealers' markup on cars is also illustrative. In the past, dealers marked up the prices 
of new' cars on average about 5 to 10% over the invoice price (the price stated in a docu¬ 
ment issued by the manufacturer to the dealer). 28 Recently this markup has seemingly 
declined, 29 but the reason may be that in response to growing awareness by consumers 
of invoice price, manufacturers have inflated the stated invoice price so that it exceeds 
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the dealer's actual cost For example, the manufacturer's invoice price does not reflect 
the growing use of various incentive and other payments that manufactures make to 
dealers, which can reduce a vehicle's actual cost to the dealer by 2 or 3%. Altogether, 
the National Automobile Dealers Association (NADA) found that new car sales had 
a markup of 3.4% in 2015. 30 NADA numbers from 2015 for used cars found an 8.6% 
markup. 31 

Typical car dealer add-ons are very different from cars and other retail products. Soft 
add-ons, which are the majority of add-on products sold, are not tangible items and 
need not be shipped or stored or sold at low prices to clear inventory if they go out of 
style. Dealers do not buy them ahead of time and so do not need to tie up capital for 
add-on inventory. Unlike cars on a dealer's lot, they need not be insured and the dealer 
need not obtain financing to keep them in stock. Unlike used cars they need not be 
reconditioned. These factors should allow dealers to still make a profit while marking up 
add-ons at a low percentage. However, despite all the advantages of soft add-ons from a 
dealer perspective, the data indicate that markups of add-ons are typically much greater 
than those for the cars themselves. 

Comparing Add-on Products Markups with Insurance Products 

A useful comparison to the size of add-on markups is pricing for insurance products. 
Insurance does not involve a tangible item and many add-on products, such as service 
contracts, GAP products, and Etch, have insurance-like qualities. 32 For example, the cost 
to actually etch a number into a windshield is only a few dollars. Much of the alleged 
value is in the benefit provided to the consumer if the vehicle is stolen. 

In general, pricing for insurance products is very different from pricing for non-insurance 
add-on products. Insurance prices are often reviewed by state regulators. Insurance 
agents do not mark up prices; instead, the premium (the price for the product) is set 
by the insurer, and the agent may receive a commission. Pricing discretion is not given 
to the individual selling the policy. 33 Rather, variations in price are typically based on 
factors such as the consumer's age, sex, place of residence, marital status, and driving 
record. While the use of these factors can result in unfair pricing policies, 34 they are at least 
standards that do not leave discretion to the individual employee trying to sell the item 
to the consumer. Nor is an insurance agent's compensation based on charging different 
consumers a higher price for the same product as is often the case in the sale of add-ons. 
(See discussion of compensation of F&I personnel on page 14.) Instead, the insurance 
agent receives a predetermined commission from the insurance company and there is a 
fixed pricing schedule. When an insurance policy is sold through, an independent agent 
(somewhat akin to a car dealer selling an add-on), estimates indicate that home and auto 
policies typically allow a 10 to 15% commission on die first year's premium. 35 

Insurance prices are typically subject to cost-based pricing requirements - rates may not 
be excessive, inadequate or unfairly discriminatory and must be reasonable in relation 
to benefits. With credit insurance products, insurance regulators typically use loss ratios 
(also termed benefit ratios) to measure value to consumers. These ratios are calculated 
as benefits paid (claims) divided by premiums collected. 36 If for every $100 in consumer 
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premium payments, $80 is paid out to consumers in claims, the insurance product has 
an 80% loss ratio. Most property and casualty insurance products have loss ratios in the 
50 to 65% range. 37 

Using the same loss-ratio approach to assess the expense of car dealer add-ons reveals 
that these add-ons are very expensive. Analyzing the exact loss ratios for auto add-on 
products is difficult due to the lack of available data. In particular, we do not know the 
exact amount paid out in claims. However, the data used for our analysis does reveal 
how much of the consumer's payment was kept by dealers as the markup on the prod¬ 
uct and so unavailable for payment of claims. In other words, the maximum amount 
available to pay claims is at most the portion of the price that is paid to the third-party 
add-on provider as the dealer cost for the add-on products. The add-on provider cannot 
pay more in the long run because it cannot continue to operate if it pays out more than it 
takes in. This allows us to calculate an upper limit on the loss ratios for these products, 
and the calculation suggests that loss ratios are shockingly low. In the data we reviewed, 
the average dealer markup for Etch products was 325% (an average markup of $189 over 
the dealer's average cost of $58) in 2012. For the etch products sold to those consumers, 
assuming that every penny paid to the third party provider was paid out in claims to the 
consumers, the loss ratio was still below 25%. 

A 2011 advertisement 38 (see Graphic 1 on page 13) for Safeguard Products International, 
LLC— a company that claims to be the top add-on product provider by volume and 
provides a variety of add-on products, such as service contracts, etch products, GAP, and 
tire and key protection— provides another illustration of this point. The advertisement 
(directed to dealers and not to consumers) states that Safeguard has paid out $600 mil¬ 
lion in claims, 39 and generated $5 billion in profits for its clients, the dealers. 

Even assuming that Safeguard kept only exactly enough money to pay out claims (and 
did not retain anything for claims adjusting, administrative expenses, marketing, other 
costs, or profit), these figures would still result in a loss ratio of just 10.7%—$600 million 
paid on $5.6 billion in premium payments. Of course, the loss ratio would be even lower 
if Safeguard kept an additional part of the consumer's payment for its own costs or as 
profit.'' 0 

Even credit insurance, commonly sold by car dealers and notorious for its low pay-out 
rates and high dealer profits, has a substantially higher loss ratio than this advertise¬ 
ment or our data set suggests for add-on products. In many states there are minimum 
loss ratios for some types of credit insurance, although these minimum loss ratios can 
be very low—40%—and actual experience may not even meet this minimum. 41 Yet loss 
ratios in the area of 40% are double or quadruple the loss ratios our data suggests for 
add-on products. 

Another way to look at add-on pricing in comparison to insurance is to consider the 
dealer's markup over its cost as compared to the commissions that independent insur¬ 
ance agents receive when they sell insurance to consumers. As described previously, 
regular insurance agents' commissions typically range from 10 to 15%, which is the 
equivalent of an 11 to 18% markup. 
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GRAPHIC 1 

Sample Advertisement for Dealers 



By contrast, auto dealers' markups for add-on products are much higher (see charts 3 to 
5). In 2012, the average dealer markup for Etch sales in our data set was 325% (an aver¬ 
age markup of $189 over the dealer's average cost of $58). That same year, the average 
markup for GAP was 151% (an average markup of $378 over the dealer's average cost of 
$251). The average dealer markup for service contracts was 83% (an average markup of 
$859 over the dealer's average cost of $1,032). 

These are average mark-ups across the whole data set. As will be described, there is enor¬ 
mous variation in the extent of markups from dealer to dealer and even from state to state 
and from consumer to consumer at the same dealer. This implies that actual markups in 
certain states, at certain dealers, and for certain consumers will be dramatically higher. 
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For example, an analysis of our data shows that, in 2012,13 dealers marked Etch prod¬ 
ucts up by an average of over 1,000%. One dealer sold over 1,000 Etch products, each 
with a dealer cost of $16 and a charge to the consumer of $189, for a markup of $173 or 
1,081%. For GAP products, 38 dealers had average markups of 300% or more, and 38 deal¬ 
ers marked up sendee contracts by an average of more than 300%. 

As was true for 1cm ratios, these markups far exceed those for credit insurance sold by 
vehicle dealers. Insurance regulations often permit dealers to charge higher commis¬ 
sions for credit insurance than insurance agents are permitted to charge for other types 
of insurance, but they still usually fall below 35% for credit life and credit disability. 42 
A model credit insurance regulation drafted by the National Association of Insurance 
Commissioners (NAIC) recommends a 25% cap on compensation paid to creditors such 
as auto dealers for selling credit insurance. 43 

Yet another measure of add-on pricing is a comparison of dealer pricing with that by 
entities that do not appear to view add-ons as a special profit center. Insurance com¬ 
panies and credit unions often offer GAP directly to their existing customers. The GAP 
contracts offered by these providers are generally priced far lower than those sold by 
dealers. Currently, the North Carolina State Employees Credit Union offers GAP for a 
flat fee of $275 on all new and used vehicles it finances up to $100,000 in value. By con¬ 
trast, consumers in our data set who bought GAP at the dealership paid on average $629 
in 2012 and $655 in 2013. 

While all of these markups are high, some products are marked up on average at a 
much higher percentage than other products. The average markup percentage for ser¬ 
vice contracts is higher than that for GAP and the average percentage markup for etch 
products is much higher than either. There are several possible explanations. It could be 
that dealers with more egregious pricing policies favor certain add-on products, such as 
Etch. Another likely explanation for some of the difference is that dealers are marking up 
products that have a lower cost at a higher percentage than items with a higher dealer 
cost. Dealers might justify this markup structure as necessary to compensate them for 
the time and money they spend on having and selling the product. While that could jus¬ 
tify some more similar absolute dollar markup and higher percentage markups on lower 
cost items, the overhead on these products is very small. 

Another partial explanation for the very high markup on these items is the pay structure 
for F&I personnel. F&I personnel are often very well compensated, 44 sometimes making 
more than the dealership's general manager. The pay of the F&I manager is largely com¬ 
mission based. Some dealers simply pay a flat commission on all F&I profits. Others pay a 
higher percentage commission as the F&I profits increase per vehicle sold, line F&I manag¬ 
er's commission may be 10% unless he reaches a goal of more than $1,000 per car, at which 
point the commission may increase to 12%. On top of the F&I manager's commission, car 
salespeople also sometimes get a commission, not only for the dealer's profit on the sale 
of the car itself but also for profit on the sale of add-ons and other "back-end" products. 
When substantial commissions are based on markup, they incenfivize F&I managers to 
maximize the markup for each consumer on an individual basis. 
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Dealers’ Expectations for Profits from F&l 
can Lead to Consumer Harm 

In the latter half of the 2000s, Steve VanGorder became general manager of the 
dealerships in the Jeff Schmitt Auto Group in Ohio. Faced with an F&l revenue of 
$700 or $800 per vehicle sold, VanGorder set up a system of targets for those in the 
; F&l department based upon factors such as penetration rates. He trained a number 
of salespersons who were eager to move to the more lucrative F&l department. 

If existing F&i personnel foiled to meet the new targets they could be easily replaced 
with the trained personnel from the sales department As VanGorder stated in an 
interview with Automotive News, “If somebody’s numbers have fallen in finance, they 
Know there is a talent pool of aggressive salespeople who want their job." 45 
These perspective F&l people are trained to do things the way the dealership 
wants them done, using a “word track" the dealership wants used. VanGorder 
described it as similar to contestants who might cover a popular song on the TV 
show American Idol. “The people who can really do a good job with a song, sing 
the song the way it was originally sung by the artist—they sing it 1,000 times 
backward and forward until they know it and then they can make it their own,” he 
| says. “I’m looking for a willingness to learn the process and the word track. Once 
they do that, the heavy hitters can make it their own." 

The fact that "aggressive salespeople” were ready to replace any F&l personnel 
who failed to meet their targets appeared to accomplish the goals of the dealership 
in bringing in more F&l profits. VanGorder's system raised F&l revenue per car from 
$700 or $800 to $1,600 or $1,700, and the penetration rate to 85%. 46 
However, while F&l revenue was up, so too were complaints from consumers. In 
2013, the Jeff Schmitt Auto Group paid $625,000 to settle 16 civil lawsuits and 
five other complaints. 47 A number of consumers also complained to the Ohio At¬ 
torney General. 4 * A number of the former customers, represented by consumer 
attorney Ron Burdge, alleged that they were charged up to $1,299 for rust¬ 
proofing which subsequent analysis showed was sometimes not applied, and 
overcharged for other add-ons such as Window Etching. Some customers also 
described the use of a "five-finger close,” where the dealer employee’s hand 
would cover up terms in the paperwork that were different than what the cus¬ 
tomer had been told orally in the negotiations. 


’The size of markups varies not only by dealer, but also by state. Charts 3,4, and 5 show 
the dollar amount that the service contracts, GAP, and Etch in our data set cost the dealer 
and the dollar amount they were marked up by state from 2009 to 2013. Only states in 
which sales of a particular product exceeded 100 are included, so for a less frequently 
sold product, such as Etch, the chart includes fewer states. 
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CHART 3 

Average Dealer Cost and Markup by State: Service Contracts 
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Source: National data set of one provider's add-on products sold in the U.S., 2012. 
Note: Only shows states with 100 or more records. 
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Source: National data set of one provider’s add-on products sold in the U.S., 2012. 
Note: Only shows states with 100 or more records. 
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CHART 5 

Average Dealer Cost and Average Markup: Window Etching (Etch) 
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Source : National data set of one provider's add-on products sold in the U.S., 2012. 
Note: Only shows states with 100 or more records. 


INCONSISTENT AND ARBITRARY PRICING 
Inconsistent and Arbitrary Pricing in Etch Products 

Markups for add-ons are not only extremely high, but also highly inconsistent. Not 
everyone buying the same add-on with the same dealer cost pays the same price. This 
inconsistent pricing occurs not just between different dealers or for different products, 
but within individual dealerships for the same products and even when the dealer's cost 
for the product is the same. That is, two consumers going to the same dealer and pur¬ 
chasing the exact same product may pay significantly different prices. 

Some dealers do require their F&I departments to charge everyone the same price for 
the same add-on that has the same cost to the dealer, but it is the dealer and not the third 


18 Auto Add-Ons Add Up 


©2017 National Consumer Law Center 


i\ nclc.org 



121 


party provider that establishes the price. Dealers may set this price by adding a fixed 
dollar markup such as $100 or $200 to their cost, or by using a consistent markup per¬ 
centage, such as 100% or 200%. Or they may just set a flat price, such as $899 or $999, for 
each product. 

Other dealers do not have fixed pricing, but instead allow the F&I manager to mark up 
different individual customers at different amounts. The dealer may place a cap on how 
high the F&I manager can raise the price of an add-on for any particular consumer, but 
often this cap is just the maximum amount that the creditor that finances the sale will 
allow the dealer to charge for the add-on product. (See page 36 for further discussion of 
the role of creditors.) Sometimes the cap is a multiple of the cost of the item. 49 

Whether set by the dealership or made up by the F&I manager on the spot, the prices 
often are not round numbers. This is often done to add an air of legitimacy to the price 
and the F&I manager may stick to the made-up price as if it is cast in iron. As one indus¬ 
try magazine put it: 

"Utilize odd prices for every F&I product... $2,832 for that service contract, not $2,795. 

Odd prices add credibility and legitimacy to F&I product pricing, and reduce the cus¬ 
tomer's perception that they need to negotiate the price of those products. Help your F&I 
managers establish a set price for each product, and then encourage them to stick to it. Any 
reduction in price must always require reciprocity- a reduction in coverage. The first, time 
they ask a customer "If I could, would you .,their credibility goes in the toilet. They 
might as well go to work at the carnival. The same holds true for interest rates. Whenever 
possible, use odd interest rates- 5.41%, not 5.25%. Everyone needs to feel like they got a 
good deall" 50 

Our analysis reveals some pricing approaches frequently used by dealers. The Etch data 
show dealers' pricing approaches most clearly because the cost to the dealer for Etch 
products generally does not vary by the price of the car, whether a car is new or used, or 
other characteristics that vary from car to car. 

While only some dealers in our data set sold Etch products and the dealer's cost for the 
Etch product varied from dealer to dealer, 51 in almost all cases each dealer that sold Etch 
had only one cost for the Etch products it sold. In 2012, there were 124 dealers in the data 
set who sold the most common Etch product and of those, 105 had just one wholesale 
cost for every one of this Etch product they sold. Of the remaining 19 dealers, 18 had two 
different wholesale costs for this Etch product and one had three. Observation of pricing 
structures is thus easier for Etch than for other add-on products where the dealer cost for 
a product varies from customer to customer based upon characteristics of the car being 
purchased, the length of a service contract, and similar factors. 

We examined the 25 dealers that sold the most Etch products in 2012, looking at the 
dealer cost and consumer price for about 41,000 Etch products sold by these top dealers. 
Graphic 2 (see page 20) show's the pricing structure of several of these top 25 dealers that 
are representative of typical pricing schemes. 
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GRAPHIC 2 

Dealers and Window Etching Pricing 
four dealers, four different pricing patterns 

While some dealers with lots of sales of window etching (Etch) charge everyone the same price, it is not typical. 
In 2012, there were 105 dealers in NCLC’s data set that sold Etch products that had just one dealer cost for 
every Etch product they sold. Only 19 of those 105 dealers sold the Etch product to each of their customers 
for the same price. 82% of dealers did not have a singe fixed price for their Etch products, but established 
a different price depending on the customer. These extreme pricing inconsistencies cannot be explained by 
different costs to the dealer, different products being sold, or different time periods. 



Dealer 1 (CT) 

One of the top twenty-five dealers by Etch volume in 2012 sold 
over 1,000 Etch products. For each Etch product, the dealer's cost ; 
was $16 and the dealer charged the customer $189, for a markup 
of $173, or 1,081%. This dealer had a large markup, but charged 
all customers the same amount for the Etch product. 


Dealer 2 (TN) 

This dealer's cost for all the Etch products was $37. The dealer 
charged all customers $199 or $249, except for one sale at $1 
and another at $219. Die Etch products sold were the same and 
the dealer cost was the same. There is no apparent reason that 
the dealer charged one large set of customers $249 and another 
large set $219. 


Dealer 3 (KY) 

Other dealers display much more inconsistency in their pricing. 
Dealer 3 had a wholesale cost of $55 per Etch product. The 
dealership priced these products in a wide range. Most customers 
were charged $69. $99, $199, and $299, but the dealer also made 
sales at $1 and $219. 


Dealer 4 (VA) 

Some pricing ranges were even more extreme. Dealer 4 had two 
different wholesale costs for Etch products — either $35 or $65. 
The dealer sold over 600 Etch products in 2012. Of those, 213 
customers were charged $199. But other customers were charged 
different amounts, ranging from $1 to $1,995. 


To increase transparency of pricing and help prevent discriminatory practices, dealers should be 
required to: 

1. Post the available add-ons and their non-negotiable prices on each car in the lot along with the price of the 
car itself. 

2. Collect data about consumers' race and ethnicity as part of the transaction and make the data available, 
just as mortgage lenders to do. 

Source: National data set of one provider’s add-on products sold in the U.S., 2012. 
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Dealer 1, one of the top twenty-five by Etch volume in 2012, sold over 1,000 Etch prod¬ 
ucts. For each and every Etch product, the dealer cost was $16 and the dealer charged 
the consumer $189, for a markup of $173 or 1,081%. This dealer had a large markup, but 
charged all consumers the same amount for the Etch product. 

While some dealers with lots of Etch sales at a high profit, such as Dealer 1, do charge 
everyone the same price, it is not typical. In 2012 there were 105 dealers in our data set 
who sold Etch products that had just one dealer cost for every Etch product they sold. Of 
those only 19 dealers sold the Etch product to each of their customers for the same price. 

82% of dealers did not have a single fixed price for their Etch products, but established 
a different price depending on the customer. Some of these dealers stuck to one or two 
prices most of the time. Dealer 2 had a wholesale cost of $37 for all the Etch products it 
sold. It made all of its Etch sales at $199 or $249, except for one sale at $1 and another at 
$219. The Etch products sold were the same and the dealer cost was the same. There is 
no apparent reason that the dealer charged one large set of customers $249 and another 
large set $199. 

Other dealers display much more inconsistency in their pricing. Dealer 3 had a whole¬ 
sale cost of $55 per Etch product. The dealership priced these products in a wide range. 
Most sales were at $69, $99, $199, and $299, but the dealer also made sales at $1 and $219. 

Some pricing ranges were even more extreme. Dealer 4 had two different wholesale 
costs for Etch products—either $35 or $65. The dealer sold over 600 Etch products in 
2012. Of those, 213 customers were charged $199. But other customers paid prices rang¬ 
ing from $1 to $1,995. 

These extreme pricing inconsistences cannot be explained by different costs to the dealer, 
different products being sold, or different time periods. For example, in May of 2013, a 
dealer selling the same Etch product with the same dealer cost of $50 charged customers 
between $349 and $5,000 for this product (see Chart 6 on page 22). 
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CHART 6 

What One Dealer in Michigan Charged Different Customers for Etch, May 2013 
(Dealer’s Cost = $50 for Each Etch Product) 
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Source: National data set of one provider's add-on products sold in the U.S., May 2013. 


Pricing Trends in Service Contracts 

Pricing inconsistencies are particularly easy to identify in a product such as Etch for 
which the dealer cost is constant, but they also can be seen when the dealer cost varies. 
A good example of an add-on product where the cost to the dealer varies is a service 
contract. The dealer cost for a service contract may fluctuate based on such factors as the 
value of the car, whether it is new or used, the cost of repair, and the length of coverage. 
Charts 7,8, and 9 reflect the pricing structure of dealers drawn from the top 20 dealers 
of service contract sales by volume in 2011. We selected them because they were high 
volume dealers whose pricing structures reflected some of the general pricing trends we 
saw among many dealers. 
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CHART 7 

Dealer Pricing for Service Contracts 
with a Trend Towards a Constant $1,500 Markup 

Customer Charge 



©National Consumer Law Center, 2017 

Source: National data set of one provider's add-on products sold in the U.S., 2011. 


Looking at these individual dealers, some trends become clear. Dealers typically use 
highly variable pricing but do follow some patterns. The dealer shown in Chart 7 often 
marks up service contracts by $1,500 as seen by the heavy line of products sold at $1,500 
above the green line. (The green line represents a 0% markup where the consumer price 
is equal to the dealer cost.) The trend circled in red parallel to the green line indicates 
a consistent $1,500 markup regardless of the cost to the dealer. However, this dealer 
also sells many service contracts with a fixed price of $2,000 regardless of cost, and sells 
many at a variety of other prices. 
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CHART 8 

Dealer Pricing for Service Contracts 
with a Trend Towards Pricing at $1,999, $2,495 and $2,999 

Customer Charge 



Dealer Cost 


©National Consumer Law Center, 2017 

Source: National data set of one provider's add-on products sold in the U.S., 2011. 


Other dealers, such as the one in Chart 8, tend to charge many customers the same price 
for their service contracts, such as $1,999, $2,495, or $2,999, regardless of the dealer's cost 
for the service contract. 

Some dealers, such as the dealer shown in Chart 9, employ both of these pricing 
approaches. This dealer often marks up service contracts $1,000 or $1,500, but other 
times prices them at $1,999, $2,499, or $2,999 irrespective of the cost to the dealer. In 
addition, this dealer, as is the case with many dealers, made a substantial number of 
sales at prices that followed neither trend and that varied significantly from customer 
to customer. 
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CHART 9 

Dealer Pricing for Service Contracts 
with a Trend to Use Either a Fixed Price or a Fixed Markup 

Customer Charge 

$5,000 i .;■. 



©National Consumer Law Center, 2017 

Source: National data set of one provider’s add-on products sold in the U.S., 2011. 


The difference between dealers as to markups can be striking (see page 26). In Chart 10, 
just two of the top 20 dealers are highlighted. On the whole, the dealer highlighted in 
green marked up many service contracts by $500, but still sold many more priced above 
and below a $500 markup. However, that dealer's markups are, by and large, much 
lower than the dealer highlighted in red. Hie dealer in red clearly favors prices of $3,000, 
$2,500, and $2,000, even though it is selling service contracts for which it pays far less 
than the dealer in green. The dealer shown in red is selling service contracts with lower 
dealer costs for much higher prices. Both dealers show a large variation in pricing. 
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CHART 10 

Comparison of Two Dealers' Pricing for Service Contracts 

Customer Charge 
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Source: National data set of one provider's add-on products sold in the U.S., 2011. 


DISCRIMINATION IN PRICING 
Arbitrary Pricing Leads to Discrimination 

Discrimination on the basis of race, sex, or other protected characteristics may be an 
invidious side effect of dealers' capricious pricing structures. Giving F&I managers 
the discretion to charge different consumers different prices for the same product and 
building incentives to charge high prices into their compensation systems is a recipe for 
abuse. Since one consumer does not know what other consumers are charged for similar 
items, consumers have no ability even to detect whether they are being charged more 
than other consumers for the same products. 


26 Auto Add-Ons Add Up 


©2017 National Consumer Law Center: 


ir.nclc.org. 











129 


Discrimination in add-on markups can come about if an F&I 
manager prices add-on products for a particular customer based 
on a judgment about what prices that customer can be convinced 
to pay. The F&I manager might even base the price on whether 
the manager thinks the customer is likely to notice that the 
add on item has been included in the sale. Price disparities can 
also occur when F&l managers reduce prices for some customers 
but not for others. 

A number of studies have found that pricing discretion given to 
dealers as to markups of interest rates results in African Americans 
and I lispanics paying higher interest rates than white consumers 
with the same credit risk. 52 This discrimination may not be delib¬ 
erate or even conscious. Unless the F&I manager marks up every 
customer and uses the same markup for every customer with no 
negotiation, he or she will have to make a judgment call about 
whether or not to mark up any individual's financing and if so by how much. Con¬ 
sciously or unconsciously, F&I managers consider a number of consumer characteristics 
when making this judgment. Dealers may notice the way customers are dressed, their 
perceived level of educational attainment, and many other characteristics when judging 
how to price a customer. Race or ethnicity are likely among the characteristics that F&I 
managers notice when making pricing decisions. 

Given that, in many dealerships, the F&I manager who decides what, if any, interest rate 
markup a particular consumer will pay is the same F&I manager who decides what the 
markup will be for add-ons, and given that the F&I office often has greater discretion in 
the pricing of add-ons than the amount of the interest rate markup, one would expect 
patterns of add-on markups to be similar to patterns of interest rate markups. And, in 
fact, our analysis found evidence that such discrimination does occur in the pricing of 
add-ons. 

The Method We Used to Analyze Discrimination in Auto Add-ons 

Our data set did not contain race coding for consumers. Indeed, no automobile data set 
contains information about the automobile buyers' race. Regulation B, implementing 
the Equal Credit Opportunity Act (ECOA), prohibits non-mortgage lenders from asking 
about or documenting characteristics such as a consumer's race or national origin. 53 

This rule was adopted in an effort to stop lenders from discriminating on these bases. 
Ironically, in an area like auto sales and finance, where the person with the discretion to 
set the consumer 's interest rate or the price of the car or add-on is sitting across the desk 
from the consumer and may make assumptions about the consumer's race, the policy 
does not prevent discrimination, but instead makes it difficult to determine if discrimi¬ 
nation occurs. This Regulation B provision has an effect that is counter to the ECOA's 
purpose. 54 As several commentators including the U.S. Government Accountability 
Office have noted, requiring lenders to collect and report such data could actually assist 
in stopping discrimination. 55 


Giving F&t managers 
the discretion to charge 
different consumers 
different prices for the 
same product and building 
incentives to charge 
high prices into their 
compensation systems is • 
a recipe for abuse. 
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Our data set also lacked specific addresses for consumers. Without this information we 
could not use the combination of name and geocoding used by the Consumer Financial 
Protection Bureau to code and analyze auto finance transactions for discrimination. 56 

The lack of information regarding race/ethnicity or specific consumer-level geographic 
information limits our ability to analyze the data for discrimination. As a result, we 
employed a simple proxy method, using surnames alone to identify and code likely His¬ 
panic consumers. The Federal Reserve Board uses this technique in fair lending exami¬ 
nations to code for ethnicity. Some entities that provide financing also use this technique 
internally to monitor for compliance. 37 

We used a list of Hispanic surnames created by the Federal Reserve Board's Office of 
Fair Lending Enforcement based on the United States Census identification of common 
Spanish surnames. We coded customers with the surnames from this list as Hispanic and 
then compared the pricing of add-ons for those with Hispanic surnames compared to 
those with non-Hispanic surnames. 

This method was limited in several respects. The use of surname alone is relatively pre¬ 
dictive for Hispanic populations, but it is not as predictive for African American popu¬ 
lations without the use of geocoding. 58 We were therefore unable to code the data for 
African Americans. Because we were limited to coding for Hispanics using this analysis, 
when we compared consumers with Hispanic surnames to those with non-Hispanic sur¬ 
names, w'e were comparing Hispanics not only to non-Hispanic whites, but also to Afri¬ 
can Americans and other minorities previously identified as receiving disparate, inferior 
treatment from car dealers on the basis of interest rates or car prices. 59 This means that 
pricing disparities that we identified were likely under-representative of the true extent 
of the disparities which would have been revealed if we had been able to compare His¬ 
panics to non-Hispanic whites. 

We focused our analysis on service contracts for several reasons. Service contracts are 
the most common and widespread add-on and are sold by almost every dealer in every 
state. Even within individual dealerships there is typically a wide variation in service 
contract markup and pricing. While there are trends in sendee contract pricing, these 
trends are certainly not controlling. These characteristics made service contracts a better 
product to look at for pricing disparities by race than Etch. We knew from our analysis 
of markups and pricing that a number of high volume dealers only charged one price 
for Etch. If one or more of these dealers had a disproportionately large Hispanic clien¬ 
tele it could strongly affect the pricing trends. It could mean that a disparity we found 
between Hispanics and non-Hispanics in Etch pricing might be heavily influenced by 
the demographics at a particular dealership with high etch volume rather than dispari¬ 
ties between consumers at any particular dealership. Using service contracts made such 
effects less likely and the larger number of service contracts sold and dealers selling 
service contracts made it easier for us to look at individual dealerships and avoid any 
such influence. 
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Overall Findings 

We examined a three-year period of service contract pricing for which we had service 
contract data from 48 states and the District of Columbia. Looking at just the average 
percentage markup for Hispanics and non-Hispanics, we found that average markups 
for service contracts were higher for Hispanics than for non-Hispanics in 44 states. In 
two states, the markup was lower for Hispanics and one state and the District of Colum¬ 
bia had no Hispanic coded service contract buyers at all. In one state, the percentage 
markups for both Hispanics and non-Hispanics were almost identical. 

We decided to focus on states where the results would allow us to make observations 
with a high degree of statistical certainty. Therefore we applied several restrictions. We 
limited our analysis to states in which our data set had at least 30 Hispanic service con¬ 
tract purchasers. We then applied traditional statistical tests for probability in samples 
and the nature of sampling error. 60 Using these tests we further reduced the states we 
analyzed to those where the number of transactions and other factors led to results with 
a high degree of statistical certainty 61 

As yet another precaution, we ran two separate analyses for each state. First, we ana¬ 
lyzed whether the percentage markups were different for Hispanic-sumamed consum¬ 
ers than for other consumers, and second we analyzed whether the dollar amount of the 
markups was different We took this step because a markup of a given dollar amount is 
a higher percentage of a lower-cost sendee contract than it is of a higher-cost contract. 
For example, an $800 markup is 80% of a $1,000 service contract, but just 40% of a $2,000 
contract. Thus, higher percentage markups for Hispanic-sumamed buyers could occur 
if the service contracts sold to Hispanics had a lower dealer cost than those sold to non- 
Hispanics. This could happen if Hispanics were buying cars for which service contracts 
had a lower dealer cost (because the cars themselves were less expensive or had lower 
repair costs) or if dealers sold Hispanics service contracts with lower levels of coverage 
and consequently lower dealer costs. To avoid the possibility that some of the differences 
we found between Hispanics and non-Hispanics might be attributable to this scenario, 
we focused our examination only on the states where the difference was statistically 
significant by both measures—percentage and dollar amount. In 14 states the difference 
was statistically significant by both measures. 

In some of the states where the pricing differences between Hispanic-sumamed consum¬ 
ers and others were not statistically significant, the explanation was likely due to the fact 
that the volume of overall sales or the number of Hispanic-sumamed customers from 
our data set was too low to draw conclusions. We suspect that the lack of a statistically 
significant difference in many of the other states may be due to the issue previously 
discussed that our method coding those with Hispanic surnames forced us to compare 
consumers with Hispanic surnames to all of those with non-Hispanic surnames. As a 
result, we were comparing Hispanics not only to non-Hispanic whites, but also to Afri¬ 
can Americans and other minorities previously identified as receiving disparate, inferior, 
treatment from car dealers on the basis of interest rates or car prices. 62 
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State demographic data support our belief. Of the 48 states for which we had service 
contract data during the relevant period, 14 had differences in both percentage and abso¬ 
lute markup which were statistically significant. In the 34 states for which only one or 
neither measure was statistically significant, the African American population exceeded 
the Hispanic population by an average of 13%. In the 14 states for which the differences 
in both percentage and absolute markup which were statistically significant, the His¬ 
panic population exceed the African American population by an average of 80%.® 

Analysis of Particular States 

In each of the 14 states in which the differences in BOTH absolute and percentage mark¬ 
ups were statistically significant, Hispanics were sold add-ons with higher percentage 
markups than non-Hispanics. In 13 of the 14 states (Florida w'as the exception), the 
average markup amount was also higher for Hispanics than non-Hispanics in absolute 
dollars (see Charts 11 and 12). 

These differences in markups are particularly troubling since they involve the retail 
prices of service contracts, which are not determined or affected by credit scores. Thus, 
they cannot be explained by differences in buyers' credit scores. 

In Florida, the Hispanic percentage markup was higher but not the absolute dollar 
markup. As previously noted, if a dealer charges a set dollar amount as a markup on 
all the service contracts it sells, the percentage markup w'ill be higher for a lower-cost 
service contract than for a higher-cost contract. If Hispanics were sold service contracts 
that had a lower cost for the dealer and some dealers followed this type of pricing 
policy, this could explain why they paid a higher percentage markup but not a higher 
dollar amount markup. The unusual pattern could also be explained by the very high 
number of Hispanics in Florida and the possibility that some dealers might favor His¬ 
panics in pricing. 64 

Markup disparities between Hispanics and non-Hispanics persisted when we further 
controlled for the dealer cost of the service contracts by looking at products sold with 
similar dealer cost: (see Chart 12 on page 32). Overall, Hispanics still paid more than 
non-Hispanics. 

We analyzed prices for sendee contracts that cost the dealer between $910 and $1,010 
(see Chart 13). (We selected this range because it went from $50 more to $50 less than the 
$960 average cost for service contracts sold to Hispanics in the 14 states). Looking only at 
this tight range of costs to the dealer, we still see higher dollar and percentage markups 
for Hispanics in 12 of the 14 states, with markups almost the same for both groups in 
Kentucky and lower for Hispanics in Florida. Thus the discrepancy cannot be attributed 
to the varying costs of the service contract to the dealer. 
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CHART 11 

Average Service Contract Markup for Hispanics 
and Non-Hispanics in Dollars 

Average Markup 

$1,300 .-..—.-----...-....------- 

It Hispanic 



State 


©National Consumer Law Center, 2017 

Source: National data set of one provider's add-on products sold in the U.S., 2011. 
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CHART 12 

Average Service Contract Markup for Hispanics 
and Non-Hispanics by Percentage 


Average Markup 
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©National Consumer Law Center, 2017 

Source: National data set of one provider's add-on products sold in the U.S., 2011. 
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CHART 13 

Service Contracts: Average Hispanic and Non-Hispanic Markup by State 
in Dollars and Percentages Where Dealer Cost is $910 to $1,010 


Average Markup 

$1,200 . 



state §§§ Hispanic 

g§ Non-Hispanic 



State 

©National Consumer Law Center, 2017 

Source: National data set of one provider's add-on products sold in the U.S., 2011. 
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CHART 14 

Hispanic and Non-Hispanic Markups for Service Contracts 
by Six California Dealers in Dollars 

Average Markup 

$1,300 .—.-.-.—.-. 



Dealer A Dealer B Dealer C Dealer D Dealer E Dealer F 

California Dealer 


©National Consumer taw Center, 2017 

Source: National data set of one provider's add-on products sold in the U.S., 2011 


We also see disparities when we look at the data by dealer. The next two charts show 
six dealers in California with a large number of Hispanic consumers (see Charts 14 and 
15) and for which difference between Hispanics and non-Hispanics for both markup 
amount and markup percentage is statistically significant. In all cases where both are sta¬ 
tistically significant, absolute and percentage markups are higher for Hispanics. 
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CHART 15 

Hispanic and Non-Hispanic Markups for Service Contracts 
by Six California Dealers by Percentage 


Average Markup 

340% . 



California Dealer 

©National Consumer Law Center, 2017 

Source: National data set of one provider's add-on products sold in the U.S., 2011. 


OTHER PARTIES WITH A ROLE IN PRICING ADD-ON PRODUCTS 

The add-on supplier 

The amount that the dealer pays for third-party add-ons is set by the third-party sup¬ 
plier. Other than setting the dealer cost, however, these companies exercise very little 
control over the consumer pricing of add-ons. There are no suggested retail prices or 
other set pricing. 
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The add-on companies or their agents sometimes provide training and recommenda¬ 
tions regarding pricing policies, but they allow the dealer to make the decisions regard¬ 
ing consumer pricing. The add-on supplier does keep track of the consumer prices 
charged by dealers. This is at least in part so that the dealer and the add-on supplier can 
calculate the portion of the consumer's price that each is responsible for refunding if the 
consumer cancels the purchase of an add-on product. 65 

The finance company 

While the third-party suppliers of add-on products exercise almost no control over the 
price the dealer charges for add-ons, car finance companies do exert control because of 
their self-interest in reducing defaults and retaining adequate security on the credit 
they extend. 

The vast majority of cars that are financed are financed at the dealership. When a car is 
financed at a dealership, the extension of credit can be structured in one of two ways. 
Most commonly, the dealer itself extends credit to the consumer by agreeing to accept 
installment payments. The consumer signs a retail installment contract agreeing to make 
payments to the dealer. The dealer then assigns that contract almost immediately to a 
bank or finance company and the consumer's obligation is then to that assignee. 

Less commonly, the dealer arranges a loan directly from a bank or other financing com¬ 
pany to the consumer. The lender pays the loan proceeds to the dealer, and the consumer 
repays the lender. With this financing structure, the consumer's obligation is to the 
lender from the start. 

No matter how the financing is structured, the dealer has to obtain advance approval 
from the bank or finance company for the terms of the deal. In this report, we use the 
term "creditor" to describe the bank or finance company in both situations. 


HOW AUTO CREDITORS AFFECT PRICING 

Potential creditors—banks, credit unions, and finance companies—give dealers rate 
sheets or other programs that set out the conditions under which they may be willing 
to finance car sales originated by that dealer. These conditions are often very specific, 
as the potential creditor wants to ensure that the car buyer is likely to make the sched¬ 
uled payments. The creditor also wants to make sure that if the buyer does not make 
the expected payments and the car is repossessed, the value of the car will cover at least 
a high percentage of the credit extended. The conditions specified in the rate sheets 
will include the consumer's minimum income and credit score, the maximum amount 
financed, the permissible age and mileage of the car, and much more. Some creditors 
that specialize in financing car purchases for consumers with subprime credit scores 
require certain payment-to-income ratios or debt-to-income ratios. Potential creditors 
also typically indicate how much they will allow dealers to mark up the interest rate. 
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Potential creditors also set limits on the price the consumer is charged for add-ons. These 
limits reflect the creditor's real self-interest. Because most add-ons have little value to the 
consumer and almost no value to any purchaser of a repossessed car, they represent an 
amount the creditor is essentially lending with no real collateral. These excessive costs 
can also make it more likely that the car buyer will default, as the consumer's monthly 
payment will be higher to cover the add-on. Both outcomes can harm creditors. 66 

Usually, creditors set limits by specifying the maximum loan to value (LTV) ratio the 
creditor will accept. The amount financed is inflated by the cost of valueless add-ons. 
Creditors typically must allow some level of price inflation because if they don't, the 
dealer will use a different finance company that allows them to have more expensive 
add-ons for a larger dealer profit. At some point, however, the add-ons inflate the 
financed amount too high above the value of the car and the creditor may refuse to 
finance tine deal. Some creditors require that the LTV fall within a certain range both 
when the purchase of just the car is considered, and when both the car and the add-ons 
are considered. These are referred to as the front end and back end LTVs. Creditors also 
often have specific limits for add-ons, such as caps on the price of GAP or service con¬ 
tracts or caps on the price of the total of add-ons. 

While creditors are cautious about add-ons, several trends have increased their willing¬ 
ness to allow high-priced add-ons. First, federal challenges have limited how much 
creditors are willing to offer dealers on interest rate markups. 6 ' Simultaneously, there 
has been an increase in the desirability of auto finance as an investment because it offers 
high rates and relatively low defaults, resulting in more and more potential creditors 
competing to finance car sales for dealers. 68 Since there are new limits on how effectively 
they can compete for dealers' business with interest rate markups, many have been 
forced to compete with more permissive rules about add-ons and LTVs. This trend of 
increasing LTVs due in part to add-ons has been noted not only by those in the industry 
but even by the Office of the Comptroller of the Currency (OCC) 69 

Tine limits that creditors set can have a real impact on what happens to consumers. We 
examined the data to see if dealers marked up add-ons more for transactions financed by 
particular creditors, which would suggest that some creditors allowed larger markups 
for the add-ons. The nature of the data set only allowed analysis of transactions by credi¬ 
tors in Ohio. 70 

Examining Auto Creditor Market Share in Ohio 

Charts 16 and 17 look at which creditors financed car sales in Ohio in which a GAP 
product in our data set was sold. As chart 18 shows, there are many auto creditors active 
in the Ohio auto finance market. While some national and regional finance companies 
have a larger market share, no one is particularly larger than all others. 

The relative market share of individual companies changes, though, when we only look 
at transactions where customers were charged more than $900 for the G AP product 
(Chart 17). Ally Bank is over-represented when GAP products are over this amount. 
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CHART 16 

Ohio: Creditors’ Market Share Where Guaranteed Asset Protection (GAP) 
Insurance Was Sold* 



’Companies with the largest market share are identrfied. 

©National Consumer Law Center, 2017 

Source: National data set of one provider's add-on products sold in the U.S. 2007 -2013, and title information 
obtained from Ohio county title offices and made available by the Ohio Department of Public Safety and the 
Bureau of Motor Vehicles. 
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CHART 17 

Ohio; Creditors’ Market Share Where Customer Paid More Than $900 
for Guaranteed Asset Protection (GAP) Insurance* 



Companies with the largest market share are identified. 

©National Consumer Law Center, 2017 

Source: National data set of one provider's add-on products sold in the U.S. 2007-2013, and title information 
obtained from Ohio county title offices and made available by the Ohio Department of Public Safety and the 
Bureau of Motor Vehicles. 


Just because Ally financed more car sales where the GAP cost was high does not neces¬ 
sarily mean that the dealers' markups were also high. Theoretically, the dealers whose 
sales Ally financed may have been selling more expensive GAP products, and mark¬ 
ing them up no more than other dealers. However, the data shows that this is not the 
case: Ally not only financed a disproportionate share of deals that included high-priced 
GAP products, but also financed a disproportionate share of deals that included a high 
markup for the GAP product. Ally financed just 10% of the deals where the dealer cost 
for the GAP product was between $150 and $250 (see chart 18), but it financed 73% of 
those same deals where in the consumer's price exceeded $900 (see chart 19). Indeed, 
only two other creditors financed any such deals. 
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CHART 18 

Ohio: Creditors' Market Share Where Dealer Cost of Guaranteed Asset 
Protection (GAP) Insurance Was $150-$250* 



♦Companies with the largest market share are identified. 

©National Consumer Law Center, 2017 

Source: National data set of one provider’s add-on products sold in the U.S., 2007-2013, and title information 
obtained from Ohio county title offices and made available by the Ohio Department of Public Safety and the 
Bureau of Motor Vehicles. 
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US Bank 


CHART 19 

Ohio: Creditors’ Market Share Where Dealer Cost of Guaranteed Asset Protection 
(GAP) Insurance Was $150-$250 and Customer Price Exceeded $900 


©National Consumer Law Center, 2017 

Source: National data set of one provider's add-on products sold in the U.S., 2007-2013, and title information 
obtained from Ohio county title offices and made available by the Ohio Department of Public Safety and the 
Bureau of Motor Vehicles.. 
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RECOMMENDATIONS 

Existing practices in the sale of add-on products result in high—sometimes extraordi¬ 
narily high—markups and inconsistent pricing. Inconsistent pricing is unfair to all con¬ 
sumers, and also leads to discriminatory pricing for Hispanics and very likely for other 
minorities. Current practices also lead to excessively high loan to value ratios, saddling 
consumers with negative equity and creditors with unnecessary risk. The current pric¬ 
ing practices and lack of transparency distort the market and force dealers who would 
rather compete on car price and quality to instead follow the practices of dealers who 
rely on die F&I office and opaque and secretive pricing for their 
profits. The following recommendations address these problems. 

Require Transparency in Pricing 

The starting point for addressing these issues should be trans¬ 
parent pricing. The origin of many of the problems with add-on 
products is that there are no posted or ticketed prices for the 
products. Consumers should be able to see the price of add-ons 
before negotiating to purchase a vehicle. Posted pricing would 
allow the market for add-ons to operate more efficiently and 
encourage market forces to address some of the most egregious 
abuses we see in pricing. New York City has successfully imple¬ 
mented a city-wide ordinance that requires the price of both the 
car and any add-on products offered with the car to be posted on 
each car offered for sale by a used car dealer in the city . 71 

We recommend that all new and used vehicle dealers be required 
to post the available add-ons and their prices on each car in the lot along with the price 
of the car itself. To prevent the dealer from reintroducing non-transparency by offering 
discounts to some customers but not others, the prices for the add-on products must be 
non-negotiable. 

In theory, an alternative would be to post the prices of add-on products in the dealership 
office. However, the price of some add-on products, such as service contracts and GAP, 
depends on the price and other characteristics of the individual car being sold. Some 
add-ons will not be available for particular cars. Also, prices posted inside the dealer¬ 
ship would not be visible to those browsing on the lot and might not be seen when the 
consumer comes inside. Because of these complexities, posting prices on each individual 
car is preferable. Posting the prices on a general basis for all vehicles offered by the deal¬ 
ership is probably not even feasible, as a price list would likely be so voluminous and 
complex that it could not even be posted in any readable form. 

Making the pricing of add-ons transparent by posting the prices on the car would go a 
long way toward solving problems with add-on products. It would prevent "opportu¬ 
nity pricing" or "sucker-pricing," and would probably deter discriminatory pricing as 


The origin of many of the 
problems with add-on 
products is that there 
are no posted or ticketed 
prices for the products. 
Consumers should be able 
to see the price of add¬ 
ons before negotiating to 
purchase a vehicle. 
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well. Anyone who bought a particular vehicle would pay the same price for the add-ons 
for that vehicle. 

Root out Discrimination in Pricing 

Our report suggests that troubling discriminatory pricing is occurring in the sale of 
add-on products. It is imperative that retailers such as car dealers not charge different 
customers different prices because of their race or ethnicity. 

Transparency in pricing—our first recommendation—would go a long way toward 
ending discriminatory pricing. However, dealers could still price add-ons inconsistently 
from car to car, and could steer particular consumers to those cars. Dealers could also 
make a "harder" push for add-on sales or for particular add-ons for some targeted con¬ 
sumers. Moreover, transparency in pricing is not yet the law in most jurisdictions, but is 
only our recommendation. For these reasons, we recommend several additional steps. 

A fundamental obstacle to rooting out discrimination in pricing is that, under current 
law, this type of discrimination is extremely difficult to detect. This is because Regulation 
B, implementing the Equal Credit Opportunity Act (ECOA), prohibits non-mortgage 
lenders from asking about or documenting a consumer's race or national origin. 72 By 
contrast, for home mortgage transactions federal law requires lenders to ask about and 
document the applicant's race and ethnicity. 73 

This rule was adopted in an effort to stop creditors from discriminating on these bases. 
Unfortunately, in auto sales and finance, where the person with the discretion to set the 
consumer's interest rate or the price of the car or add-on is sitting across the desk from 
the consumer, the policy does not prevent discrimination. Rather, Regulation B makes it 
difficult for enforcement entities and even the creditors themselves 74 to determine if dis¬ 
crimination is occurring. Perversely, this is counter to the purpose of the ECOA 75 As the 
U.S. Government Accountability Office and others have noted, requiring collection and 
reporting of such data could actually assist in stopping discrimination. 76 

We recommend two steps to root out discrimination in pricing. 

1. Regulation B should be amended to require documentation of the customer's race 
or national origin for non-mortgage credit transactions. Regulation B's restriction 
is not required by the ECOA itself, so this change could be adopted by agency 
action. 77 If discrimination remains hidden, it will not be possible to end it. 

2. State and federal enforcement authorities should investigate discrimination in 
pricing of add-on products. Our ability to evaluate discrimination was limited by 
the fact that we did not have customer addresses, so could not geocode. In addition, 
the data set we analyzed includes sales of only one provider's add-on products. State 
and federal enforcement authorities typically have the ability to issue administrative 
subpoenas to obtain a wide range of data once they have reason to believe that illegal 
practices are occurring. These authorities should obtain more detailed data about 
pricing, analyze it for discriminatory patterns, and bring enforcement actions if dis¬ 
crimination is shown. 
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Tips for Consumers Considering Purchasing 
Auto Add-On Products 

The current lack of transparency in pricing for auto add-on products makes it 
difficult or impossible for consumers to protect themselves. The current lack of 
transparency in pricing for add-on products makes it difficult or impossible for 
consumers to protect themselves. Until state and federal policymakers and 
enforcement authorities reform this market, consider the following tips when 
purchasing a car from a dealer. 

■ Avoid buying add-on products when buying a car. Very often, these 
products are overpriced and of low value. 

■ If you want to buy Guaranteed Asset Protection (GAP) insurance, 
check with your insurance agent and your bank or credit union prior 
to purchasing. Many insurance agents and some banks and credit unions 
provide GAP insurance directly to consumers, typically at more reasonable 
prices than dealer pricing. 

- Finance the car directly through a credit union, bank, or other lender, 
if possible. Consumers are generally better off if they arrange financing for 
a car purchase from their own bank or credit union. Make sure to pin down 
the cash price of the car from the dealer before disclosing your financing 
arrangements—otherwise the deafer might increase the cash price. There 
can, however, be two advantages of having the dealer arrange the financing: 

1) when the dealer arranges the financing, then an FTC rule makes the 
creditor responsible, along with the dealer, for deception or breach of 
warranty by the dealer; and 

2) a few customers may be eligible for incentive financing (such as 0%) from 
the manufacturer that other lenders cannot match. 

For more information about service contracts, see Consumer Reports, “Skip 
the vehicle service contracts” (July 27, 2011), available at http://www 
.consumerreports.org/cro/news/2011/07/don-t-buy-a-troublesome-automotive- 
service-contracVindex.htm, and the FTC brochure “Auto Service Contracts 
and Warranties” (August 2012), available at https://www.consumer.ftc.gov/ 
aiticles/0054-auto-service-contracts-and-warranties. 
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CONCLUSION 

As this report shows, average markups by dealers for add-on products are high, and 
sometimes extraordinarily high, averaging over 1,000% at some dealerships. These 
markups are higher than comparable markups of retail goods and insurance products. 

Not only are markups for add-ons high, but there is also a great deal of inconsistency in 
pricing of add-on products. Prices not only vary from dealer to dealer, but some dealers 
charge different prices to different customers for the exact same product—even for the 
exact same product, with the same dealer cost, purchased on the same day. 

The practice of charging different prices to consumers for the same product that costs the 
dealer the same amount can lead to discrimination. Our analysis finds that dealers, on 
average, marked up service contracts more when selling to Hispanics than to non-His- 
panic buyers. It is likely that a greater disparity would be revealed if we could compare 
Hispanics to non-Hispanic whites or if we could measure pricing differences between 
whites and blacks or other minority groups. Since these differences appear in the retail 
pricing of add-on products, which are not determined by credit scores, they cannot be 
explained by differences in buyers' credit scores. 

Add-on pricing practices are largely within the discretion of individual dealers, but 
banks, credit unions, and finance companies that finance vehicle purchases for consum¬ 
ers can and do limit the size of add-on markups. Our analysis shows that some creditors 
place firmer limits on dealers than others. 

The following recommendations, if implemented, would help protect car buyers from 
the abuses described in the report. 

* Dealers should be required to post the available add-ons and their prices on each 
car in the lot, along with the price of the car. To prevent the dealer from reintroduc¬ 
ing non-transparency by offering discounts to some customers but not others, the 
prices for the add-on products must be non-negotiable. 

* To root out pricing discrimination, the federal Equal Credit Opportunity Act regu¬ 
lations should be amended to require documentation of the customer's race or 
national origin for non-mortgage credit transactions, as is currently required for home 
mortgage transactions. If discrimination remains hidden, it will not be possible to end it. 

« State and federal enforcement authorities should investigate discrimination in 
pricing of add-on products and bring enforcement actions against a dealer if dis¬ 
crimination is shown. The Consumer Financial Protection Bureau, the Federal Trade 
Commission, the Federal Reserve Board, and state attorneys general all have authority 
in this area. 
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APPENDIX 

THE DATA USED FOR ANALYSIS 
IN THIS REPORT 


Add-on Data 

This analysis is based on data regarding the sale of vehicle add-on products from one 
major add-on provider from September 2009 through June 2015. The data set includes 
information from approximately 1.8 million car sale transactions, resulting in the sale of 
almost three million add-on products, spanning over 3,000 car dealers from every state 
and the District of Columbia. 

The data set includes transaction-level information about the sale of individual add-on 
products during this time period. The process of converting the data to a format that 
could be analyzed using statistical analysis programs involved some random data loss, 
which we estimate at approximately 5% of the original data set. 

We were able to verify the accuracy of individual data points through several sources 
including litigation, newspaper articles, bankruptcy filings, and other independent 
sources. Our review of the data did reveal a very small number of customer charges that 
we believe to be potentially inaccurate, likely resulting from error in the original entry of 
sale information at the dealership. We believe at least some of these isolated outliers may 
be due to the failure to include a decimal point at the time of the data entry. The number 
of potentially inaccurate customer charges was small enough not to alter our conclu¬ 
sions, but in order to avoid overstating the markups, we treated all instances where 
customer charges for add-on products were greater than $10,000 as errors and excluded 
them. Extensive spot-checking of transactions with a consumer charge above and below 
$10,000 suggests that this is a conservative threshold. 

We also excluded transactions regarding add-ons for recreational vehicles and for trans¬ 
actions outside the United States. 

Lienholder and Other Data for Ohio 

The Ohio Department of Public Safety maintains a public website for car title informa¬ 
tion. The site is publicly searchable based on Vehicle Identification Number (VIN). The 
website provides information including total purchase price, title issue date, and some¬ 
times lienholder information. 

This Department posts this information for the most recent transaction involving a par¬ 
ticular car. For example, if a car was sold as a new car in Ohio, and then later sold as a 
used car, the Department's website will show more detailed information for only the 
later sale. Using this website, we were able to obtain information regarding the vehicle 
sale transactions from a number of Ohio transactions by matching the VIN and the Ohio 
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title issue date when the title issue date was within 60 days after the sale date found in 
the add-on data. Using this process we were able to identify the lienholder information 
for over 23,000 Ohio transactions for the years analyzed in this report. 

Rounding 

Throughout this report we rounded monetary amounts to the nearest dollar. 
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Opportunity Act, Pub. L. No. 93-495, S 502,88 Stat. 1521,1521 (1974). 
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Conventional analysis of auto finance tends to ignore the number of families affected 
and their demographics. It also tends to obscure the rate at which new car financings 
are originated in comparison to other consumer debt. While economists, policymakers, 
and others realize the overall role that auto finance plays in the United States' financial 
landscape, the scale of the impact of auto finance on those with low and moderate 
income, people of color, and younger people has received less attention. This report 
looks at existing data in new ways to better understand the true scale of auto finance for 
low- and moderate-income families. 

Most decision makers, when trying to understand the role of auto finance in the 
economy and the extent to which it affects households and particular populations, look 
at data regarding the total outstanding balance of auto finance. Often this debt is 
examined in comparison to other large and important consumer finance categories, 
typically mortgage loans, student loans, and credit card debt. 

Delving deeper into publicly available data allows for new insight into the prevalence 
of auto debt and the extent to which it weighs on vulnerable consumers, particularly 
low- and moderate-income families. 
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Conventional Analysis 

Data from the fourth quarter of 2015 shows that, by dollar volume, the vast majority of 
the consumer debt in the United States is mortgage debt. A small but significant 
portion of the total debt is comprised of student loans and auto finance. Total 
outstanding mortgages account for $8.24 trillion compared to $1.23 trillion for student 
loans and $1.06 trillion for autos (Figure 1). 

FIGURE 1: Total Debt Balance Q4 2015 in Trillions of Dollars 
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Source: f ederal Reserve Bank of New York Consumer Credit Panel/Equifax 15:Q4 
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The dynamic movement of these aggregate outstanding balances over time is also often 
monitored. Consequently, the increasing significance of auto and student loan debt on 
overall debt is regularly reported. (Figure 2). 


Trillions of Dollars FIGURE 2: Composition of Outstanding Debt Balance 





Source: Federal Reserve Bank of New York Consumer Credit Panel/Equifax 15:Q4 
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Deeper Analysis Including the Number of Families Affected and 
Their Economic Condition 

While understanding the scale by dollar volume and the change in outstanding debt for 
these categories over time is helpful, there is much more to learn. Unfortunately, this is 
the point at which analysis often stops. These broad analyses paint an incomplete 
picture, ignoring both the number of consumers and new financing transactions 
represented by this data. Consequently, interested parties, especially industry actors 
and policymakers working towards the economic success of low- and moderate-income 
families, must look deeper. 

From a perspective of family economic success, understanding the number of 
consumers affected by auto financing is critical. A large amount of total debt in one 
category owed by a smaller number of families may overshadow a smaller outstanding 
total debt owed by a much larger number of families. The extent of origination of new 
debt is also important to understand because origination is typically the point at which 
many abuses occur. While consumers will pay for these abuses over the life of the loan, 
each new financing event represents an opportunity—a time when consumers may 
either be saddled with new abuses or avoid unnecessary costs. 
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Reviewing the number of new originations rather than just the outstanding debt in 
dollars provides insight into how often new credit transactions occur and an 
approximation of how many families are affected in a given period (Figure 3). For 
example, in 2014 (tire most recent year for which student loan data is available) there 
were almost three times as many families originating auto finance as borrowers 
originating student loans, and more than three times the number of auto finance 
originations as mortgage originations. 


Minions FIGURE 3: Total Number of Originations by Loan Type 
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Source: Federal Reserve Bank of New York Consumer Credit Panel 15:Q4; Equifax U.S. Consumer Trends, February 11, 2016; 
Federal Reserve Bank of New York, Student Loan Borrowing and Repayment Trends, 2015 (student loan data through 2014) 
* The student loan data represents the number of borrowers originating student loans during a given year. 
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Further analysis provides even more insight regarding the importance of auto finance 
on families of color and low-and moderate-income families. Data showing auto 
originations by race is not available and data by family income is not publicly available. 
However, there is data for both mortgage and auto finance by consumer credit score. 
Because credit scores have a strong correlation with race 1 and a correlation with income, 
in addition to correlations with educational attainment and other characteristics, 2 this 
data can help us understand the demographics of families who finance car purchases. 
This data should be of particular interest to policymakers and advocates, since those 
with low credit scores may be more vulnerable to abusive practices. Consumers with 
Experian credit scores classified as Prime (the best credit score) make up the largest 
individual cohort of those financing cars. Yet, collectively, consumers with lower credit 
scores, labeled as Nonprime, Subprime, and Deep Sub Prime, represent about 30% of 
open auto finance (Figure 4). 


1 See National Consumer Law Center, Past Imperfect How Credit Scores and Other Analytics "Bake 
In" and Perpetuate Past Discrimination (May 2016) available at: 
http://www.nclc.org/images/pdf/credit discrimination/Past Imperfect050616.pdf . 

2 See Newman, Anna E. & Newman, Joseph A., The Demographic Impact on Credit Scores: Evidence 
From Statistical Methods and Geographic Information Systems (GIS) Mapping, Journal of Modem 
Accounting and Auditing, November 2013, Vol. 9, No. 11,1497-1506 
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FIGURE 4: Percentage of Open Auto Finance by Experian VantageScore® 
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Source: Experian, State of the Automotive Finance Market, 
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Credit score categories are based on the following Experian VantageScore® 3.0 ranges: 

Super Prime = 781-850; Prime = 661-780; Nonprime = 601-660; Subprime = 501-600; Deep Subprime = 300-500 
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Comparing mortgage and auto originations, those with "High-Risk" Equifax scores 
originated nearly 25% of auto finance transactions, but just 5% of mortgage transactions. 
There were about 2 million (2,008,777) total mortgage originations in that period and 
nearly 6.5 million (6,463,715) auto originations. This means that of struggling 
consumers with "High-Risk" scores, more than 1.5 million (1,551,292), bought and 
financed a car while just 100,439 financed a house (Figure 5). 


Minions of FIGURE 5: Total Originations by Equifax Risk Score (Q4 2015) 
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Source: Equifax, U.S. Consumer Trends, February 11,2016 
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Conclusion 


Digging deeper into available data helps policymakers and advocates to better 
understand the true impact of auto finance, and government policy, on low- to 
moderate-income families. Moving away from the idea of dollars of debt outstanding 
to an appreciation of the huge number of struggling families that finance a car purchase 
puts into sharp focus the importance of policies that create and foster a fair and 
transparent market for auto finance. 


For more information, contact John Van Alst f jvanalst@nclc.orgl or Yael Shavit 
f yshavit@nclc.orgl . 


NC LC Since 1969, the nonprofit National Consumer Law Center® (NCLC®) has worked for 
■'consumer justice and economic security for low-income and other disadvantaged people, 
, including older adults, in the U.S. through its expertise in policy analysis and advocacy, 

*• ’ N1 ' * publications, litigation, expert witness services, and training, www.nclc.org 
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The National Association of Insurance Commissioners 
Statement for the Record 

House Financial Services Subcommittee on Oversight and Investigations 

Hearing on 

Examining Discrimination in the Automobile Loan and Insurance Industries 

May 1,2019 

On behalf of the primary regulators of the U.S. insurance sector, the National Association of Insurance 
Commissioners (NAIC) 1 appreciates the opportunity to submit this written statement. We appreciate the 
Subcommittee’s interest and attention to this important issue. Addressing unfair treatment of insurance 
consumers is central to the work we do and a responsibility we take seriously. 

Insurance regulators have robust authority to address potential instances of unfair treatment of consumers, 
including those related to protected classes. Specifically, insurance regulators have authorities to address 
discriminatory practices in underwriting and ratemaking. Insurance companies use rating factors that are 
correlated with the risks of the insurance policyholder in order to set actuarially sound pricing. This 
process involves insurance companies establishing risk classifications to differentiate insurance 
consumers who will experience different levels of expected loss. However, the state insurance regulatory 
framework recognizes that certain risk classifications, even when accurately correlated with risk and 
effective from a purely actuarial perspective, may be inconsistent with public policy and therefore 
specifically provides regulators the authority to ensure that rates are not “excessive, inadequate, or unfairly 
discriminatory.” 2 This authority is intentionally broad and designed to ensure that certain characteristics 
are not used to set rates. In addition, states have significant authority under their unfair trade practice 
statutes to address other types of discriminatory practices. These statutes, based on the NAIC Unfair Trade 
Practices Model Act, prohibit insurers from refusing to insure, refusing to continue to insure, or limiting 
the amount of coverage available to an individual because of race, sex, marital status, religion or national 
origin. 3 

To help implement these statutory authorities, state insurance regulators have tools designed to identify 
problematic activity. With the exception of Illinois, all states have rate approval processes either through 
a “prior approval process” or a “file and use” process. 4 The NAIC Market Regulation Handbook also 
contains standards for the examination of unfair discrimination in underwriting and rating. Among other 
review procedures, the Handbook sets forth guidance for the review of relevant underwriting information 
to ensure that no unfair discrimination is occurring. The regulated entity must have underwriting 
guidelines that conform to state laws, must follow them consistently and must not treat protected classes 
of individuals unfairly. Regulators are advised that inconsistent handling of rating or underwriting 


1 Founded in 1871, the NAIC is the U.S. standard-setting and regulatory support organization created and governed by the chief 
insurance regulators from the 50 states, the District of Columbia and the five U.S. territories. Through the NAIC, state insurance 
regulators establish standards and best practices, conduct peer review, and coordinate their regulatory oversight. NAIC 
members, together with the central resources of the NAIC, form the national system of state-based insurance regulation in the 
U.S. 

2 Section 4.A of NAIC Property and Casualty Model Rating Law (Prior Approval Version) and Section 5. A of NAIC 
Property and Casualty Model Rating Law (File and Use Version). 

3 Section 4.G(5) of the NAIC Unfair Trade Practices Act. 

4 Some states have a “use and file” framework. The “file and use” and “use and file” are similar in terms of regulatory 
oversight. Illinois is the only state that does not have a rate approval process. 
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practices, even if not intentional, can result in unfair discrimination, including requests for supplemental 
information. According to NAIC data, from 2007 to 2018, states conducted 523 examinations pertaining 
to “underwriting discrimination,” “rating discrimination,” or “use of prohibited rating factors.” State 
regulators found 51 instances where 32 different companies were non-compliant and took action 
accordingly. 5 

Moreover, state regulators recently enhanced their toolkit specifically as it relates to auto insurance by 
collecting ZIP Code level data from statistical agents. All states now have access to the data in a tool that 
takes the 12 million plus records and makes them easier to analyze. Regulators can select a region, city, 
or ZIP Code and look at coverage type and see the average premium, frequency, severity and losses in 
that area. They can also pull in a demographic area and look at metrics like average income in that ZIP, 
etc. If states see anomalies or reason for concern including potential instances of unfair discrimination, 
they can follow up and look at individual company data. The NAIC is also completing a public report that 
will show maps at a ZIP Code level in every state for the same metrics. The report will show income 
quantiles in order to exhibit average premiums, frequency and severity for each. This will provide 
additional data to regulators at a more granular level in order to understand low-income populations so 
they may better evaluate risk assessment by insurers. 

While insurance regulators currently have broad authorities to address unfair treatment of consumers, we 
also acknowledge that insurance rating and underwriting have become increasingly more complex with 
the advent of complex algorithms and emerging use of artificial intelligence. Though technological 
advancements have the propensity to more accurately price insurance products for individuals with 
varying risks, which can reduce costs and benefit consumers, state insurance regulators have recognized 
the complexity of these processes and the need to ensure they comply with state insurance laws and 
regulations designed to protect consumers from illegal practices. To that end, state insurance regulators, 
through the NAIC, have been exploring insurers’ use of big data for claims, marketing, underwriting and 
pricing to encourage innovation while maintaining appropriate consumer protections. One of the current 
work streams is a proposal to explore options for helping regulators review complex models used in 
support of auto and homeowner insurance rate filings. We recently broadened our focus to explore the use 
of data for underwriting life insurance products and state market conduct examination practices for the 
review of life insurance underwriting. Future discussions will turn toward the use of data and models for 
claims settlement and fraud detection. 

In conclusion, state insurance regulators appreciate the work of the Oversight and Investigations 
Subcommittee to explore issues of discrimination in auto insurance. Preventing unfair behavior is central 
to regulators’ core mission of consumer protection and we remain committed to continuing to address this 
important issue through our supervision of the insurance sector. Thank you for allowing us the opportunity 
to provide this statement for the record. 


5 This is based on data voluntarily submitted by member jurisdictions to the NAIC. States maintain their own data relating to 
examinations, rate filing reviews and specific enforcement actions. 
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The National Association of Mutual Insurance Companies is respectfully offering this statement 
to the United States House of Representatives Committee on Financial Services Subcommittee 
on Subcommittee on Oversight and Investigations for its Hearing on “Examining Discrimination 
in the Automobile Loan and Insurance Industries.” 

NAMIC is the oldest property/casualty insurance trade association in the country, with more than 
1,400-member companies representing 41 percent of the total market. NAMIC supports regional 
and local mutual insurance companies on main streets across America and many of the country’s 
largest national insurers. NAMIC member companies serve more than 170 million policyholders 
and write more than $230 billion in annual premiums. Our members account for 54 percent of 
homeowners, 47 percent of automobile, and 32 percent of the business insurance markets. 

Insurance Scores and Auto Insurance 

Insurance scores (also called “credit-based insurance scores”) are confidential numerical ratings 
based in whole or in part on a consumer's credit ratings. Many insurers use these scores in 
conjunction with other factors to underwrite and price personal automobile insurance policies, so 
as to most appropriately match an offered rate to the risk represented. 

Insurance scores are not the same as credit scores. Credit scores predict credit delinquency while 
insurance scores are used to predict insurance losses. While both are based on an individual’s 
credit report, an insurance score is a tool that actuarially predicts the risk of an insurance loss. 
While many factors are used in the overall underwriting process, when calculating the insurance 
score, information such as income, ethnic group, age, gender, disability, religion, address, marital 
status and nationality are not considered. 

Insurance underwriting and rating processes are designed to differentiate good risks from bad 
risks. To comply with state insurance regulations and offer competitive rates, an auto insurance 
company must be able to assess risks and price policies accurately according to the likely cost of 
claims generated by those policies. To be clear, insurers are prohibited from setting rates that 
unfairly discriminate against any individual by law in every state. 

Many insurance companies use insurance scores for underwriting and rating because there are 
recognized actuarial, academic, and scientific studies that prove there is a strong relationship 
between insurance scores and insurance losses. And just as insurance scores help insurance 
companies assess and price risks, so too can these scores help insurance customers 1 . Many 


1 https://insurance.arkansas.gov/uploads/resource/documents/2017credit.Ddf In 2016 for some 3.4 million personal 
lines policies, 54.5 percent of those policies had a decrease in the final premium. In 19.8 percent of cases, it resulted 
in an increase. Credit scoring was a neutral factor—meaning it did not affect the outcome—in the remaining 25.7 
percent of policies. Policies for which credit information decreased the premium outnumbered policies for which it 
increased the premium by 2.76 to 1. 
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customers see lower premiums when carriers use insurance scores. 


Insurance scores are an actuarially proven tool for insurers to assess risk and the use of 
these scores serves policyholders 

Numerous studies have found that credit-based insurance scores help insurers to better assess 
risk and develop rates that are more actuarially accurate. These studies concluded that credit may 
be correlated more strongly with risk than other, more traditional factors used in underwriting 
and rating. The National Association of Insurance Commissioners has compiled an extensive list 
of studies, reports and surveys 2 validating the use of credit and other factors in Insurance. 
Subsequent reports by the state regulators of insurance in Arkansas 3 , Nevada 4 , Texas 5 , 
Vermont 6 , and Virginia 7 concluded that: 

• Using credit score, insurers can better classify and rate risks based on differences in 
claim experience, 

• Policyholders whose premiums are based on credit-related insurance scores tend to 
pay lower annual premiums than policyholders whose premiums do not include 
insurance scores, 

• Most policyholders benefit from the use of credit scoring, and 

• For those policies in which credit played some role in determining the final premium, 
those receiving a decrease outnumbered those who received an increase by 2.45 to 1. 

Similarly, a Federal Trade Commission report to Congress, “Credit-Based insurance Scores: 
Impacts on Consumers of Automobile Insurance 8 A Report to Congress by the Federal Trade 
Commission” in July 2007 concluded that credit-based insurance scores are effective predictors 
of risk for automobile insurance policies. The FTC found that using scores is likely to make the 
price of insurance conform more closely to the risk of loss that consumers pose, resulting, on 
average, in higher-risk consumers paying higher premiums and lower-risk consumers paying 
lower premiums. 

A 2016 study 9 by Georgetown University Law Center concluded that “insurance scores are 
predictive of risk because they operate as a rough measure of policyholders' “level of caution” 
and that “the widespread use of insurance scores in auto coverage stems from a simple fact: they 


' https://www.naic.org/documents/committees c d auto insurance study wg related studies examining use credi 
t scoring.pdf 

3 https://insarance.arkansas.gov/uploads/resource/documents/2017credit.p df 

4 Report on the Use of Consumer Credit and Loss Underwriting Systems,” Nevada Dept, of Business & Industry, 
Division of Insurance (2005) 

5 https://tdi.texas.gov/reports/docunients/credit05suo.pdf 

6 Vermont Department of Financial Regulation: Study of Credit-Based Insurance Scoring (2016). 

7 https://rga.lis.virginia.gov/Pubiished/2016/RD33I 

8 h ttps://rga.lis.virginia.gov/Published/2016/RD331 

9 https://schol a rship.Iaw.georgetown.edu/cgi/viewcontent.cgi?articie=2530&context-facpu b 
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are predictive of claim risk.” A study 10 out of the University of Texas Bureau of Business 
Research at the McCombs School of Business found: “The correlation between credit score and 
relative loss ratio is .95, which is extremely high and statistically significant. The lower a named 
insured’s credit score, the higher the probability that the insured will incur losses on an 
automobile insurance policy...” An EPIC Actuaries, LLC study" found: “Insurance scores are 
among the three most important risk factors for each of the six automobile coverages studied.” 

Insurance scoring does not have a disparate impact or discriminate based on protected 
classes 

Auto insurance, by its very nature, discerns between low risk and high risk. Individuals that an 
insurer concludes to present lower risks of loss pay less per unit of insurance than individuals 
who present higher risks of loss. Insurance companies invest huge amounts of money and 
resources into analyzing loss data and developing pricing strategies. Insurance actuaries rely on 
accepted principles and standards of practice to make these determinations. State insurance 
regulators then review these rates to prevent rates that are inadequate, excessive, or unfairly 
discriminatory, and to ensure that the risk classifications are based upon supportable actuarial 
evidence. Ratemaking then is a process of risk discrimination, but in the words of one federal 12 
court, "risk discrimination is not racial discrimination." 2 

Perhaps the most authoritative review of this issue has been performed by the Missouri 
Department of Insurance, “Financial Institutions & Professional Registration report on Private 
Passenger Automobile Insurance: A Review of The Market In Missouri” 13 , which looked at 
questions of affordability and availability of automobile insurance and analyzed 30 years of 
monitored insurance prices. The department’s 20! 8 report concluded that no evidence has been 
found that high minority areas are systematically overcharged relative to risk compared to low 
minority areas. Further, no evidence indicated that high minority areas are charged more relative 
to risk, nor is there an association between loss ratios and area income. 

The specific question of whether insurance scoring produces rates that are unfairly 
discriminatory was also considered by the Michigan Supreme Court in 2010. The Court 14 struck 
down a prohibition on use of credit scores, noting that a rate is not unfairly discriminatory if 
there is a “reasonable justification” for the differential in rates “supported by a reasonable 
classification system” and that there was a direct, linear relationship between insurance scores 


10 A Statistical Analysts of the Relationship Between Credit History and Insurance Losses, Bureau of Business 
Research, The University of Texas at Austin, March 2003 

11 https://www.ask-epic.eom/Pubiications/RelationshiD%20of%20Credit%20Scores 062003.ndf 

12 https://www.iustice.gOY/sites/deiault/files/crt/legaev/2010/I2/14/saunders.ndf 

13 https://i nsuraiice.mo.gov/reports/documents/PrivatePassenaerAutomobilelnsurancelnMOrev7-1 l-2017.pdf 
, ‘ l https://media .lock el ord.com/files/upload/ins Institute of Mich v Commr Fin Ins Svcs.pdf 
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and risk for automobile policies. The Court concluded that the prohibition of insurance scoring 
would make insurance both less available and less affordable to Michigan residents. 

The Michigan Court also rejected contentions that credit reports are inherently unreliable and 
their use therefore results in misclassification of policyholders. There are numerous state and 
federal provisions that provide consumer protection against credit reporting problems. The Fair 
Credit Reporting Act gives consumers new fraud and identify-theft protections. It allows them to 
opt out of information and entitles one free credit report a year upon request from the three major 
credit reporting agencies, Equifax, Experian and TransUnion. Consumers can obtain, examine 
and propose corrections in their free reports from a service ls funded by the three agencies. 

While the 2016 study by Georgetown University Law Center further concluded that insurance 
scoring does not necessarily have a disparate impact on low income policyholders, there have 
been recent media reports using flawed methodologies to purport that insurers were charging 
statistically significantly higher premiums in predominantly minority zip codes. The discussion 
is significantly compromised by conflating “compositional effects” (risk differences associated 
with individuals residing in an area) with “area effects” (the risk arising from characteristics of 
the area itself, such as traffic density). More seriously the selection of a subset of ZIP codes for 
analysis introduced a strong statistical bias into the analysis. Namely, the subset of low-minority 
ZIP codes was composed of predominantly rural, sparsely populated areas with little to no 
statistical credibility and anomalously high losses. 

Regulation of Insurance Scoring is a State Authority 

States have stringent anti-discrimination provisions in general and specifically with respect to 
insurance. There is no data to indicate that these provisions or their enforcement have been 
inadequate or lacking in any aspect. Existing federal anti-discrimination provisions may apply as 
well. 

Several states have adopted laws on credit or regulations based largely on the National 
Conference of Insurance Legislators’ model law, and other states have enacted laws that closely 
follow NCOIL’s provision that prohibits an insurer from denying, canceling, or nonrenewing a 
policy of personal insurance solely based on credit information without consideration of any 
other applicable underwriting factor independent of credit information. 

Finally, any federal law or regulation that would prohibit or limit the use of insurance scoring is 
contrary to and prohibited by the McCarran-Ferguson Act, which was passed by Congress in 
1945 to ensure the preeminence of state regulation of insurance. Under the act, "No Act of 
Congress shall be construed to invalidate, impair or supersede any law enacted by any State for 

15 htt ps://www.annualcreditreport.com/index.action 
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the purpose of regulating the business of insurance, or which imposes a fee or a tax upon such 
business." The McCarran-Ferguson Act gives primary authority over insurance regulation to the 
states. It is imperative that stability in insurance marketplaces is achieved for the benefit of all 
consumers. Altering longstanding usage of actuarial sound principles for companies to legally 
price the risk they undertake can have dramatic and unintended consequences. 

Conclusion 

Objective analysis and research have shown that insurance scores are a proven actuarial tool for 
insurers to assess risk, and that the use of these scores more often than not serves to benefit 
policyholders. Similarly, objective analysis has disproven claims that insurance scores have had 
discriminatory or disparate impact on protected classes. Further, state-based insurance regulation 
provides an ample and time-tested framework for oversight in this area, which is properly 
preserved for the states and therefore. 
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Introduction 

UnidosUS, formerly the National Council of La Raza, is the largest national Hispanic *civil 
rights and advocacy organization in the United States. For more than 50 years, we have worked 
to advance opportunities for low-and moderate-income Latino families so that they can achieve 
economic stability and build wealth. In this capacity, UnidosUS, with its network of nearly 300 
Affiliates—local, community-based organizations in 35 states, the District of Columbia, and 
Puerto Rico—provides education, health care, housing counseling, workforce development, and 
financial coaching programs to millions of citizens and immigrants in the United States annually. 

For almost three decades, UnidosUS has conducted research and analysis and has testified 
before Congress on issues related to improving the financial well-being of Latinos; including 
strengthening the Community Reinvestment Act and the Home Ownership and Equity Protection 
Act (HOEPA), supporting strong fair housing and lending laws, and expanding access to 
affordable credit. In addition, UnidosUS manages a network of more than 30 community-based, 
financial coaching agencies in more than 20 states across the country. Since its inception, the 
UnidosUS financial coaching network has helped more than 50,000 families better understand 
the financial landscape and improve their credit standing to pursue their financial goals. 
Additionally, UnidosUS was a supporter of the Dodd-Frank Wall Street Reform and Consumer 
Protection Act and the creation of the Consumer Financial Protection Bureau (CFPB). The 
establishment of CFPB marked a new era for Latino consumers, with a "cop on the beat" to 
ensure that every day people interacting with the financial system would be treated fairly. 

This written statement focuses on how Latinos are affected by the auto loan industry and its 
pattern and practice of discriminatory lending—especially regarding indirect auto lending and 
dealer markup practices. It also addresses how discrimination in auto lending impacts the 
financial standing of Latinos. 

Background 

Automobiles are an important mode of transportation in the United States. In many areas public 
transportation alternatives either do not exist or are not a viable substitute for a car. 1 Americans' 
reliance on cars is demonstrated by the fact that 86% of all households and 76% of minority 
households own a car. 2 Additionally, transportation is the second-largest expense for American 
households after housing. 3 The average American household spends more than $4,000 a year on 
vehicle purchases, nearly $2,000 on fuel and motor oil, and nearly $1,000 each on vehicle 
insurance and repairs. 4 The high cost of car ownership forces many Americans to borrow money 
in order to have reliable access to a car, and the share of Americans with vehicle debt has grown 
over time. For example, in the third quarter of 2018,85% of all new car purchases relied on 
financing, compared with 75% in 2009. 5 The amount owed by the average American on their car 


‘ The terms "Hispanic" and "Latino" are used interchangeably by the U.S. Census Bureau and throughout this 
document to refer to persons of Mexican, Puerto Rican, Cuban, Central and South American, Dominican, Spanish, 
and other Hispanic descent; they may be of any race. 
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loans increased from $2,960 in 2003 to $4,520 in 2017—an increase of 53% in nominal terms 
and 33% when adjusted for inflation. 6 

Automobiles are especially important for latinos. Cars are the second-largest financial 
transaction that a Latino family makes, and most take out a loan to finance their purchase. 7 
Often Latino families receive this loan from an auto dealership rather than directly from a 
financial institution—a practice known as "indirect auto lending." 8 In indirect auto lending, the 
dealer uses a third party lender—such as a bank, credit union, or other financial institution—to 
establish an interest rate for the loan. 9 When the dealer relays this interest rate to the customer, 
it is generally higher than the rate the lender quoted to the dealer. This increase in rate is 
typically called a "dealer markup." 10 The lender shares part of the revenue from the increased 
interest rate with the dealer. Interest rate markups generate compensation for dealers while 
providing them with discretion to charge consumers a different rate than the lender, regardless 
of consumer creditworthiness, costing customers $1.1 billion annually. 11 It is estimated that 
between one-third and more than one-half of car buyers use dealer financing. 12 

The ability for auto lenders to increase a customer’s interest rates has led to differences in 
pricing based on race, national origin, and other illegal bases. 13 In 1991, Yale Law Professor Ian 
Ayers conducted a studyby sending testers of various races and ethnicities to new car 
dealerships in Chicago and found that Black male testers were asked to pay more than twice of 
what was asked of White male testers. 14 More recently, both the CFPB and the Department of 
Justice (DOJ) concluded in recent investigations that car dealerships' practice of marking up interest 
rates for auto loans results in discrimination for minority buyers. 15 

Latinos are frequently targets of these discriminatory practices and are often charged higher 
markups than other similarly situated consumers. For example, according to a 2018 study by the 
National Fair Housing Alliance (NFHA), 62.5% of the time non-White testers who were more 
qualified in terms of credit scores and income-to-debt ratios than their White counterparts, 
received higher pricing options and less favorable lending terms. 16 Because of these 
discrepancies, NFHA found that non-White testers who experienced discrimination would have 
paid an average of $2,662.56 more over the life of their auto loan than less-qualified White 
borrowers. Additionally 75% of the time, White testers were offered more financing options than 
non-White testers. And, dealers offered to help reduce interest rates and car prices using 
incentives and rebates for White testers more often than they did for non-White testers. 17 

Continued Loosening of Lending Standards Has Created a 
Subprime Auto Lending Market 

During the Great Recession, American homeowners including Latinos, were disproportionately 
steered into unaffordable, subprime loans. As a result of this practice, homeowners who lost 
their homes to foreclosure suffered a tremendous loss of home equity and damaged credit. In 
the auto lending market, lenders have also moved towards subprime loans. Specifically, these 
loans extend the length of repayment terms, lend at higher loan-to-value ratios, and fail to take 
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into consideration a borrower's ability to repay. In. 2009, only 14% of auto debt was subprime or 
below. 18 But by 2016, lending to subprime and deep subprime borrowers made up as much as 
26% of all auto loans originated that year. 19 

While longer-term loans result in smaller, more manageable monthly payments that increase the 
affordability of a vehicle purchase, the speed with which vehicles depreciate often result in 
consumers becoming "underwater" on their loans. Research suggests that longer loan terms are 
particularly important in encouraging low-income borrowers to purchase cars, while higher 
income purchasers are more sensitive to interest rate changes. 20 The CFPB found that in 2017, 
the average credit score of a borrower taking out a six-year auto loan was 39 points below that 
of a borrower with a five-year term auto loan. Because subprime borrowers typically pay higher 
interest rates on auto loans, the effect of a longer term on the total cost of the vehicle over time 
is magnified. 21 A borrower with a six-year loan is twice as likely to default as one with a five-year 
loan. 22 

Abusive and Predatory Loan Practices Threaten Latino Economic 
Security 

Certain lending practices in the subprime auto market are saddling consumers with excessive 
debt, threatening their long-term economic security. The practices described below are among 
the more common encountered in the subprime market. 23 

Excessive Interest Rates 

Consumers with low credit scores or no credit history are typically subject to higher interest 
rates in their limited credit options. Some dealers who finance the vehicles themselves ("buy 
here, pay here" businesses) are able to charge even more excessive rates by locating in states 
that are exempt from state usury laws. 24 These high interest loans make the car purchase more 
expensive and make it more likely for a borrower to default. 

Misleading and Incomplete Information 

Borrowers may not be given accurate information about the total loan cost from a subprime 
auto lender or dealer, or misled about the presence of add-on products or the full terms of the 
loan. Additionally, the increasing use of electronic contracts (e-contracts) can make it easier to 
hide fees and loan terms and make it difficult to review important information in fine print. 
Another tactic some dealers have used is to first push consumers into a conditional sales 
agreement rather than a final sale. Once the buyer has taken the car home, the dealer will claim 
it is difficult to finance the loan and require the borrower to return the car and renegotiate a 
new loan that will most likely be to the borrower's disadvantage, 25 
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Ability to Repay Not Taken into Consideration 

Another troubling pattern similar to the subprime mortgage crisis is that some subprime auto 
lenders and dealers will inflate a borrower’s income and require no income verification. This will 
qualify them for a higher loan than they would receive, if the loan had adhered to traditional 
underwriting standards. This ultimately harms consumers, who may end up with car payments 
they cannot afford or are unable sustain for the duration of the loan. 

Bogus and Unnecessary Fees and Products 

Dealers can steer customers toward overpriced add-on products and lead the customer to 
believe the products are mandatory, when they are not. in addition, inflated fees for items like 
paperwork filing can add to the initial cost of a vehicle. 26 These additional costs can be difficult 
for a customer to decipher or reject when they are presented in a deceptive manner by the 
dealer. For example, in 2018, Wells Fargo was ordered to pay a $1 billion fine for charging more 
than half a million car loan customers for additional insurance they did not need. Wells Fargo is 
also required to provide hundreds of millions of dollars in relief to affected customers. 27 

Abusive Collection and Repossession Tactics 

If a customer is ultimately unable to afford their car loan, it will likely be repossessed. While this 
is a practice that is not necessarily predatory, some auto lenders have monetized repossessions 
at the expense of borrowers, making it a new business model. In many repossession cases, 
borrowers who are underwater on their loans end up with an outstanding balance, even after 
the vehicle is repossessed. This enables the lender to collect repossession fees, try to collect 
past-due payments, and in some cases, sue delinquent borrowers for the remaining balance. 28 
Some dealers will try to pressure a customer whose vehicle was repossessed to regain their car, 
even in instances where it was clear the customer could not afford the payments. This has 
resulted in the same vehicles being repossessed several times, driving customers further into 
cyclical debt. 29 

Conclusion 

Given these predatory practices that have a discriminatory impact on Latinos, the CFPB's 
oversight authority should be expanded to auto dealers to better address marketplace 
discrimination directly and through coordinated efforts with state Attorney's General and the 
Federal Trade Commission (FTC). By expanding the CFPB's jurisdiction. Latinos and other 
vunerable customers will be protected from predatory practices that can weaken their financial 
standing. 


1 UnidosUS, "Latino View on the Car-Buying Experience," (Washington, DC: UnidosUS, 2017) 11-17. 

3 Letter from Eric Rodriguez, Vice President, UnidosUS, to Paul Ryan, Speaker of the House of Representatives and 
Nancy Pelosi, United States Representative, April 25 th , 2017. 


5 | UnidosUS 



178 


3 U.S. Bureau of Labor Statistics, Consumer Expenditures - 2017 {press release), 11 September 2018, archived at 
https://web.archive.org/ web/20190111151547/https://www.bls.gov/news. release/pdf/cesan.pdf. 

4 U.S. Bureau of Labor Statistics, Consumer Expenditure Survey 2017, Table 1502, archived at 
https://web.archive.Org/web/20190111152116/https://www.bls.gov/cex/2017/combined/cucomp. pdf. 

5 2018 data: Melinda Zabritski, Experian, State of the Automotive Finance Market: Q3 2018, undated, accessed at 
https://www.experian.com/content/ dam/marketing/na/automotive/quarteriy-webinars/ q3-2018-safm-v2.pdf; 
previous years' data: Melinda Zabritski, Experian, Automotive Market Update, 2014, accessed on 8 April 2018, 
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INTRODUCTION 

Over the past few years, regulatory focus on fair lending examination of the indirect 
automotive finance market has increased significantly. Recent regulatory 
developments that impact the indirect auto finance market include the issuance on 
March 21, 2013 of the Consumer Financial Protection Bureau (CFPB) Bulletin 2013- 
02, 1 “Indirect Auto Lending and Compliance with the Equal Credit Opportunity Act” 
(Bulletin) which details the manner in which certain policies related to dealer 
discretion have the potential to create significant fair lending risks for financial 
institutions that participate in this important consumer market. 2 At the same time, 
methodologies used by regulatory agencies for fair lending examinations have 
changed significantly. For example, the CFPB issued “Using Publicly Available 
Information to Proxy for Unidentified Race and Ethnicity” (White Paper) on 
September 17, 2014 which presents its methodology for using a proxy to assign 
race/ethnicity to consumers obtaining auto financing. 

In this research, we illustrate the complexities of indirect automobile financing and 
evaluate current regulatory fair lending practices observed in the industry. The 
research uses data collected from a number of market participants and aggregated 
in order to inform the discussions concerning dealer compensation, prices observed 
in the market, and the costs and benefits to consumers of alternative dealer 
compensation methods. 

Highlights of the study include demonstrating that: 

• The markets for purchasing automobiles (the retail automotive market) and 
for financing automobiles (the automotive finance market) are complex, 
highly interconnected and highly competitive. 

• Accurately analyzing dealer reserve is difficult for a number of reasons, 
and failure to consider these challenges increases the potential for drawing 
erroneous conclusions. 

• The methods commonly used by regulators to proxy race and ethnicity, 
including the recently applied Bayesian improved Surname Geocoding 


1 CFPB Bulletin 2013-02, March 21, 2013. 

2 In this paper we use the term 'financial institution’ to refer to any company that finances 
new or used vehicle sales. Financial institutions include banks, non-banks, credit unions, 
captive and non-captive companies, direct lenders and indirect finance companies, and buy- 
here pay-here dealers. 
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(BISG) method, are conceptually flawed in their application and subject to 
significant bias and estimation error. 

• The use of biased race and ethnicity proxies creates significant 
measurement errors, which likely result in overstated disparities and 
overstatements of alleged consumer harm. 

• The Department of Justice (DOJ) recognizes that dealer reserves depend 
on objective, observable business factors. Failure to consider legitimate 
business factors for observed disparities increases the potential for 
reaching erroneous conclusions. 

• Aggregating contracts originated by individual dealers to the portfolio level 
may create the appearance of differential pricing on a prohibited basis 
when none exists. 

• When appropriately considering the relevant market complexities and 
adjusting for proxy bias and error, the observed variations in dealer reserve 
are largely explained. 

• Alternative dealer compensation structures, such as “flats,” may lead to 
increased borrowing costs for many minority and non-minority consumers 
and, in turn, may limit access to credit for some consumers. 

A first step in designing an appropriate fair lending strategy is developing the con¬ 
ceptual framework. The intricacies of this very complex market require more com¬ 
plex strategies than those used to date. Given the realities of the regulatory land¬ 
scape and the limited tools available for analysis, the ability to perform meaningful, 
accurate and actionable analyses of dealer reserves at the portfolio level is very cir¬ 
cumscribed. Based on our analysis, we offer the following key recommendations: 

• In calculating any disparities at the portfolio level, make adjustments to 
the population to: 

o Exclude any volumes from dealers with zero dealer reserve, 
o Exclude any volumes from dealers with no variance in reserve, 
o Exclude any dealers with counts insufficient to monitor dealer ac¬ 
tivity - specifically, exclude dealers with fewer than 2 contracts 
from a protected class member and 2 contracts from non-Flispanic 
whites and a total of 5 contracts. (Similar restrictions should be 
applied when analyzing for age or gender). 

• Implement economic controls to adjust for general economic conditions 
beyond the control of the financial institution or dealer. Specifically, adjust 
for: 
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o Location - the analyses should include MSA level fixed effect con¬ 
trols. Market demand/supply conditions vary by MSA. 

o New/Used - these markets are completely different on many di¬ 
mensions and the negotiation around trade in values may directly 
impact dealer reserves. 

o Broad credit tranche - this is not equivalent to controlling for credit 
score in the buy rate analysis but rather recognizes that prime and 
subprime markets vary broadly. 

o Month of origination. 

• Adjust for the known bias in the use of the BISG proxy methodology: 

o If using a continuous approach, determine the “count” of affected 
minority consumers by applying a threshold after the application of 
the continuous method. At the very least, the consumers with 
BISG probabilities less than 50% should not be included in any 
calculation of consumer harm. 

o Require verification/certification that any consumer receiving set¬ 
tlement funds or other remediated responses actually is a member 
of a protected class. 

o If funds remain in the settlement fund, these should revert to the 
financial institution and not become part of any regulatory “settle¬ 
ment fund.” 

• When applying the BISG method, use a stricter threshold for any actions 
taken prior to 2012. The BISG approach had never been used historical¬ 
ly, no one would have used it for monitoring, and applying a recent inno¬ 
vation to past behavior is unfair to financial institutions. For all origina¬ 
tions prior to 2011, a 70% BISG threshold, or similar, should be applied. 

• Going forward, while financial institutions may, given sufficient volumes, 
monitor activity quarterly, no remediation should take place until the end 
of the year. This will help adjust for seasonality during an annual cycle. 

• The analysis should include a dealer level focus. There must be adjust¬ 
ments for the aggregation issue. 

• The continuous BISG methodology should not be used in any analysis of 
indirect auto underwriting. The econometric interpretation of such a result 
is overly difficult. 
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1. BACKGROUND 

Historically, most research on fair lending has followed the focus of regulatory 
enforcement on discrimination in mortgage markets, and far less research or 
supervisory activity involved the automotive retail market. To assist in filling the 
research void that exists, this study provides examination of the following: 

• the size and scope of the vehicle finance market. 

• the history and evolution of indirect auto finance. 

• the Equal Credit Opportunity Act (ECOA) and disparate treatment and impact. 

• the history, applicability and accuracy of proxy analysis, including BISG. 

• quantitative analysis of current pricing practices in the vehicle finance market. 

• the identification and quantitative analysis of factors potentially impacting dealer 
participation. 

• the identification and quantitative analysis of alternative dealer compensation 
methods, including an assessment of whether such alternative dealer 
compensation methods are likely to adversely impact the availability of credit for 
protected classes and lower income groups. 

2. APPROACH AND METHODOLOGY 

The research focuses on answering the following key questions: 

1. What is the automotive finance market and how does it function? 

2. Are there fair lending concerns with dealer discretion and dealer reserve? 

a. Can these concerns be reliably addressed? 

i. What are the challenges and how may they be addressed? 

ii. What information is needed for financial institutions and 
dealers to monitor fair lending risk? 

iii. What dealer reserve prices are observed in the market and 
what explains variations in those prices? 

b. What are the advantages and disadvantages of particular 
methodologies? 

3. What are alternative dealer compensation structures and how would they 
impact consumers' cost and access to credit, as well as other market 
participants including dealers and financial institutions? 
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We have analyzed these questions through an examination of the historical record, 
economic and financial theory, prior research, and empirical analysis. Our findings 
and analysis are presented in the following sections. 

2.1. DATA 

The study utilizes information obtained from numerous publicly available automotive 
industry sources such as WardsAuto, Automotive News, Manheim, J.D. Powers, the 
National Automobile Dealers Association (NADA), the National Independent 
Automobile Dealers Association (NIADA) and others. Additionally, Experian 
Automotive made available to us a wide variety of data including information on 
dealers and financial institutions operating in the automotive finance market. 

Beyond these industry data, this research used contract-level data for vehicle 
purchase transactions combined in a large database (CRA Contract Data) consisting 
of approximately 8.2 million new and used vehicle contracts originated during 2012 
and 2013. The contracts were purchased from dealers by numerous financial 
institutions including banks, captive finance companies, other non-bank entities. 
Some of the financial institutions purchased contracts from dealers located across 
the country, while other focused on dealers in a particular geographic region. Some 
of the financial institutions purchased contracts across a broad spectrum of credit 
risk, while others specialized in particular credit tranches. The contributors include 
many of the 10 largest financial institutions in the indirect automotive finance market. 
For each contract the database included deal-specific attributes, including the 
contract rate, buy rate, amount financed, and term. 3 The database was anonymized 
with respect to the dealer that originated the contract, the financial institution to which 
it was assigned and the buyer and co-buyer (if applicable) associated with the 
contract. 

We obtained geocoding and mapping services from Pelican Mapping in order to 
assign each contract to a census tract. 4 

3. THE RETAIL AUTOMOTIVE FINANCE MARKET 

The retail automotive finance market is highly competitive and cyclical. 

Understanding the options available for the financing of vehicles, requires 
understanding the structure, size and segments of this market, the key participants 


3 See Appendix H for a complete list of the fields included in the CRA Contract Data. 

4 Glenn Waldron, Pelican Mapping, assisted with this project. For further information, see 
http://pelicanmapping.com/. 
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and their respective roles. Any discussion of the prices charged by dealers, financial 
institutions or other market participants must be grounded in the economics of the 
relevant market(s). While this is not a particularly robust area of academic literature, 
some researchers have studied various aspects of the complex pricing mechanisms 
in the retail automotive market. A few have examined prices and race. We 
reference this literature throughout the study. 


3.1. MARKET SIZE 


The market for vehicle sales is large. WardsAuto reports sales of new and used 
vehicles in the U.S. during 2013 of 15.9 million and 42.0 million vehicles, 
respectively. 5 Annual new and used vehicle sales volumes are reported in Chart 1 
for the period 1990-2013. 


Chart 1. New and Used Vehicle Sales by Year, 
1990-2013 
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5 New vehicle sales include cars, light trucks a medium/heavy trucks. Used vehicle sales 
include those by franchised dealers, independent dealers and casual/private sales. See 2014 
NIADA Used Car Industry Report, at 17. ___ 
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While sales volumes have rebounded since the Great Recession of 2008-2010, 
sales in 2013 were still below pre-recession levels. Cyclicality correlated with overall 
levels of economic activity reflects the norm in this market. Decreases in new sales 
volumes in 1991, 2001-2003 and 2007-2009 can be observed in Chart 1. The 2013 
new and used sales volumes suggest an automotive finance market of approximately 
$610 billion. 6 As of June 30, 2014, auto finance debt represents about 8% of 
aggregate consumer debt, well behind mortgage debt (70%) and less than student 
loan debt (10%). 7 

3.2. MARKET SEGMENTS 

The automotive finance market provides access to credit through lease and pur¬ 
chase options for a wide range of market segments which include direct and indirect 
finance channels, new and used vehicles, and prime, non-prime, and subprime buy¬ 
ers. 

3.2.1. DIRECT AND INDIRECT CHANNELS 

Financial institutions in the direct channel originate loans directly to consumers for 
the purpose of purchasing a new or used vehicle. Once a consumer is approved by 
the financial institution, the consumer consummates the vehicle purchase, generally 
at a dealer, subject to the terms approved by the financial institution. In the direct 
channel, financing and purchasing the vehicle are related but separate transactions. 

Financial institutions in the indirect channel purchase retail installment sale contracts 
(contracts) from a dealer. The pricing practices within the indirect channel are a key 
focus of current regulatory fair lending scrutiny. In the indirect channel, there is no 
direct contact between the financial institution and the buyer at the time of vehicle 
purchase. The contracts are negotiated by the dealer directly with the consumer. 

To facilitate these transactions, financial institutions determine which contracts they 
are willing to purchase and offer dealers wholesale financing rates, often called ‘buy 
rates.’ The dealer and consumer negotiate financing in the same transaction as the 
vehicle purchase. The dealer assigns the contract to a financial institution willing to 


6 Market for new vehicles = 15.88M * 31,000*793 = $390B, plus market for used vehicles = 
42M * $10,000 * .52 = $220B = total vehicle finance market $610B. 

7 “Quarterly Report on Household Debt and Credit,” Federal Reserve Bank of New York, 
August 2014, available at: http://www.newyorkfed.org/householdcredit/2014- 
q2/data/pdf/HHDC_2014Q2.pdf, last accessed September 8, 2014. 
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purchase it. In effect, the dealer is auctioning the contract and financial institutions 
are competing to purchase it and compensate the dealer. 

While this research focuses on the indirect channel, the actions and reactions in one 
channel clearly impact the other channel (direct) and all participants in the market. 

3.2.2. NEW AND USED VEHICLES 

While the basic difference between these two market segments is obvious, a number 
of important differences may be less apparent. New vehicle transaction prices have 
a wide range and are significantly higher than used vehicle transaction prices for 
similar vehicle makes and models. According to NADA, the average retail selling 
price of a new vehicle in 2013 was $31,762. 8 Consequently, the vast majority of 
vehicle buyers finance their purchases. In 2013, approximately 79% of new vehicle 
sales were financed by the buyer at the time of purchase. 9 In addition to economic 
cyclicality, new vehicle sales trends reflect significant annual seasonality, which can 
be seen in Chart 2. Model year changes and product life cycles contribute to these 
trends. 



8 NADA DATA, 2014, at 3, available at: http://www.nada.org/NR/rdonlyres/DF6547D8-C037- 
4D2E-BD77-A730EBC830EB/0/NADA_Data_2014_05282014.pdf, last accessed September 
8, 2014. 

9 This percentage is based on analysis of vehicle titles by Experian Automotive. Of the 
remaining 21%, some consumers may use home equity lines of credit or other sources of 
financing. 
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Additionally, new vehicles are sold exclusively by franchised dealers. 10 We discuss 
the role of franchised dealers in greater detail below, but it is important to understand 
that franchised dealers, for a variety of reasons, are materially different than 
independent dealers. 

Used vehicles, unlike new vehicles, may be sold by franchised dealers, independent 
dealers and in private transactions with no dealer involvement. These channels 
accounted for 37%, 34% and 29%, respectively, of used vehicle transactions in 
2013. 11 Used vehicles can be further categorized as: 1) certified pre-owned (CPO) 
vehicles, generally 1-3 years old; 2) late-model vehicles, generally less than 6 years 
old, and 3) older-model used vehicles. 12 Transaction prices vary greatly within and 
across these different segments. 13 NADA reports the average used vehicle price at 
franchised dealers was $18,111 in 2013. 14 This contrasts with the average used 
vehicle price at independent dealers and in private transactions of $9,500 and 
$7,000, respectively, in 2013. 15 The pricing distributions suggest that the need for 
consumers to obtain financing for used vehicles transactions varies significantly 
across these segments. In 2013, approximately 52% of all used vehicles sales were 
financed by the consumer. 16 

3.2.3. PRIME, NON-PRIME OR SUBPRIME CONSUMERS 

The credit market segments within the automotive finance market are defined almost 
exclusively by the creditworthiness of the consumer. While different financial 
institutions may have different thresholds for each group, nearly all use some form of 
automated credit score, obtained from internal models or external sources, to 


10 The vast majority of franchised dealers are independent third parties. At any given point in 
time, there are a few manufacturer-owned dealers. These generally relate to highly specific 
facts and circumstance. 

11 WARDS Auto, U.S. Market Used Vehicle Sales, percentages for 2013. 

12 “2014 Used Car Market Report," Manheim, available at: 

http://www.niada.com/uploads/dynamic_areas/wp6QIPSw6C83LYM1dGrU/33/UCMR_2014_ 
Final.pdf, last accessed September 8, 2014. 

13 For an interesting discussion of used vehicle prices, depreciation rates and the effect of 
asymmetric information on market structures, see Avner Offer, "The markup for lemons: 
quality and uncertainty in American and British used-car markets c. 1953-73," Oxford 
Economic Papers 59 (2007), i31-i48. 

14 Op. Cit., NADA DATA 2014, at 3. 

15 WardsAuto, U.S. Market Used Vehicle Sales. 

16 Op. Cit, Analysis of vehicle titles by Experian Automotive. 
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categorize potential vehicle buyers. Unlike mortgage markets, where certain loan 
products came to be known as ‘subprime products,’ in auto finance there is no 
analogous subprime automotive product. 17 For example, in automotive finance 
there are no commonly used automotive finance products that reflect interest only 
loans, negatively amortizing loans, or no documentation loans. 

Based on data provided by Experian Automotive, the 2013 market for financed new 
vehicles consisted of 64% prime buyers, 20% non-prime buyers and 16% subprime 
buyers. 18 The distribution of buyers who finance used vehicle transactions in 2013 
is significantly more weighted to the non-prime (22%) and subprime (43%) 
categories, with only 35% of financed used vehicle buyers in the prime category. 

3.2.4. LEASE OR PURCHASE 

Automotive finance products differentiate between lease and purchase contracts. 
Most auto finance leases are closed-end leases, providing long-term rental, with the 
consumer agreeing to lease the vehicle for a pre-determined period of time for a 
given monthly payment, with the return of the vehicle at the end of the period with no 
remaining liability, unless the consumer exercises a purchase option. Leases are 
most predominant in the new car market and are frequently subsidized by the vehicle 
manufacturer. As such, their availability may be tied to specific vehicle makes and 
models. During the Great Recession, many financial institutions eliminated or 
significantly reduced the availability of leases, but lease penetration rates have 
rebounded in recent years. In 2012, leases accounted for approximately 18% of new 
vehicle deliveries. 19 While leases are not the subject of this study, they are one of 
the many choices available to consumers in the auto finance market and they may 
impact affordability in the new vehicle market. 

Vehicle purchase agreements are structured as retail installment contracts in the 
indirect channel or as consumer loans in the direct channel. In both cases, the 
agreements specify the amount financed, the contract/loan term, and the annual 
percentage rate (APR). These components dictate a fixed monthly payment for the 
life of the contract or loan. 


17 Product design in auto finance is constrained by the depreciating value of the underlying 
asset. 

18 Prime, non-prime and subprime are defined in the Experian Automotive report to be 680+, 
620-679 and <620, respectively. 

19 Source: WardsAuto. 
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3.3. MARKET PARTICIPANTS 

The automotive finance market has four primary participants: consumers, financial 
institutions, dealers and manufacturers, each with distinct objectives, incentives and 
constraints. These groups are not homogeneous and may be further segmented. 

3.3.1. CONSUMERS 

Industry reporting suggests that approximately 34 million consumers financed vehicle 
transactions in 2013 but limited information exists with respect to the demographics 
of this group. 20 WardsAuto reports selected demographics for new vehicle buyers. 
For example the median income of buyers of 2013 model year passenger cars is re¬ 
ported to exceed $90,000, and approximately one-third of such vehicle buyers are 
60+ years of age, while only about 4.5% are under age 25. Eighty-five percent of 
new light duty truck buyers were male in 2013, while 38% of new passenger car 
buyers were women. 21 Survey data collected by the Census Bureau and Bureau of 
Labor Statistics reports vehicle ownership patterns vary considerably by race. 

Data suggest that a diverse group of consumers finance vehicle purchases, and 
possess, on average, better credit and higher incomes than the overall population. 
Beyond the demographics, consumers have preferences and constraints that inform 
their vehicle purchase and finance decisions, as well as the prices they face and 
their willingness to pay them. Those include, but are not limited to, the following: 

• The type of vehicle (class, make, model and options). 

o Strength of preference for desired vehicles. 

• Flexibility with respect to timing of purchase. 

• Alternative forms of transportation. 

• Purchase vs. lease. 

• Intended length of use. 

• Experience from previous vehicle purchases. 

• Need to sell existing vehicle: 

o Trade-in or sell independently. 

• Availability of cash to use as down payment. 

• Aggregate and/or monthly budget. 


20 New vehicles financed = 15.88M * .793 = S12.53M, plus market for used vehicles financed 
= 42M * .52 = $21.84M = 34.37M financed vehicle transactions. 

21 Source: WardsAuto 
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• Where to service the vehicle post purchase. 

• Time, inclination and access to: 

o Multiple dealers. 

* Affinity for comparison shopping. 

o Online vehicle information sites (Edmunds.com, Truecar.com, 
Cars.com, Kelly Blue book, Autotrader, manufacturers’ websites, 
etc.). 

o Financial resources: 

■ Creditworthiness. 

■ Financial literacy. 

■ Existing non-auto relationships with banks or credit unions. 

* Other direct automotive financial institutions. 

While consumers vary in their preferences and resources, a key difference among 
them is their access to and usage of the Internet. A group of researchers has stud¬ 
ied the degree to which the Internet has lowered consumer prices in the retail auto¬ 
mobile market and found that prices fell by 22% of a dealer's average gross vehicle 
profit. 22 Their findings are “consistent with the Internet facilitating information search 
and removing important cues that salespeople can use to assess a consumer's will¬ 
ingness to pay.” 23 Further, their research suggests use of the Internet may neutral¬ 
ize pricing differences previously explained by differences in education and income, 
among other attributes. 24 Economic theory and research suggests that the consum¬ 
er who arrives at the dealer with an understanding of the finance rates available 
through the direct channel is better positioned to extract lower finance rates in the 
indirect channel at the dealer and may obtain rates lower than available in the direct 
channel. 25 


22 Florian Zettelmeyer, Fiona Scott Morton, Jorge Silva-Risso, ‘How the Internet Lowers 
Prices: Evidence from Matched Survey and Automobile Transaction Data,” Journal of 
Marketing Research, Vol XLIII (May 2006), 168-181. 

23 Fiona Scott Morton, Florian Zettelmeyer, Jorge Silva-Risso, “Consumer Information and 
Discrimination: Does the Internet Affect the Pricing of New Cars to Women and Minorities?" 
Quantitative Marketing and Economics, 1, 65-92, 2003. 

24 Ibid. 

25 For an interesting study of asymmetric information in retail automotive sales please see: 
Meghan Busse, Florian Zettelmeyer, Jorge Silva-Risso, “$1000 Cash Back: Asymmetric In¬ 
formation in Auto Manufacturer Promotions,” NBER working paper series, Working Paper 
10887 http://www.nber.org/papers/w10887. 
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3.3.2. TYPES OF FINANCIAL INSTITUTIONS 

Collectively, thousands of banks, credit unions, captive and independent finance 
companies compete in the market to finance vehicles. While banks and credit 
unions lend in many consumer markets, non-bank captive and independent finance 
companies are quite specific to the automotive finance market. 26 Some non-banks 
may offer other products and services to the dealer or its customers. 

Captive finance companies are highly unique versions of a non-bank finance 
company. Traditionally, captive finance companies were the wholly-owned 
subsidiaries of the vehicle manufacturers. The “Big 3” Detroit manufacturers, 27 as 
well as the three major Japanese manufacturers, 28 have historically had captive 
finance subsidiaries that played an important role in retailing and financing new 
vehicles. For example, Ford Motor Credit is the captive finance company of Ford 
Motor Company, which manufactures Ford and Lincoln vehicles. In addition to 
financing consumers’ vehicle purchases, captive finance companies offer numerous 
products and services to the dealers franchised by the captive finance company’s 
manufacturer parent. These products address the commercial lending needs of the 
dealer, such as floor-plan financing, working capital loans, and construction loans; as 
well as finance and insurance (F&l) products, such as extended warranties and 
Guaranteed Auto Protection (GAP) insurance, that the dealer sells to vehicle 
purchasers. 29 Additionally, captive finance companies enter into agreements with 
the manufacturer-parent to offer subsidized customer incentives to the auto finance 
market. 30 A common example of such customer incentives are manufacturer- 
subvented finance rates (e.g. the 0.0% APR). 

3.4. MARKET CONCENTRATION 

The automotive finance market in the U.S. is very diverse. In 2013, nearly 65,000 
financial institutions financed vehicle purchases. The top 10 financial institutions 
accounted for only around 37.7% of all vehicle finance transactions, and no single 


26 The larger non-bank auto finance companies include CarMax Auto Finance, Credit 
Acceptance and World Omni. Source: Experian Automotive. 

27 Chrysler Motors, Ford Motor, and General Motors. 

28 American Honda Motor, Nissan North America and Toyota Motor. 

29 Captive finance companies compete with banks, insurance companies and other finance 
companies to provide these products and services to the dealer. 

30 At times, other non-captive financial institutions may enter into agreements with 
manufacturers to provide manufacturer-sponsored customer incentives. 


Page 17 



197 


PRA charles ^’ vcr 

vylYi Associates 


November 19, 2014 


American Financial Services Association 


financial institution had more than 5,8% of the market, 31 The top 100 financial 
institutions combined accounted for only 68.6%, and conversely 15% of transactions 
were financed by institutions not among the top 1,000 financial institutions. See 
Table 1. 


Table 1 . 2013 Automotive Finance Market Shares 

I- 

' - \ - \ .. ' - ' ~ - 


Cumulative 


■ . ; ■ 

Market 

Market 

1 Rank 

Financial Institutions 

Share 

Share 

I 1 

Wells Fargo Dealer Services 

5.8% 

5.8% 

2 

Ally 

5.0% 

10.7% 

3 

Chase Auto Finance 

4.8% 

15.5% 

4 

Toyota Financial Services 

4.6% 

20.1% 

5 

Capital One Auto Finance 

3.8% 

23.9% 

6 

American Honda Finance 

3.6% 

27.4% 

7 

Ford Motor Credit 

3.4% 

30.8% 

8 

Nissan Infmiti Financial Services 

2.4% 

33.3% 

9 

Bank of America 

2.4% 

35.6% 

10 

Santander Consumer Finance 

2.1% 

37.7% 


Top 50 Combined 

- 

63.4% 


Top 100 Combined 

- 

68.6% 

1 

Top 1,000 Combined 

- 

84.3% 


Source: Experian Automotive 


This differs significantly from concentration in the mortgage market, where the 10 
largest mortgage originators accounted for over 52% of all originations in 2013. 32 A 
Herfindahl-Hirschman Index (HHI) follows in Chart 3, provided separately for new 
and used vehicle markets. This provides a measure of market competitiveness by 
year for the period 2005-2013. Even when financial institutions that financed fewer 
than 1,000 vehicles are excluded, the HHI indices are well below what the 
Department of Justice (DOJ) and Federal Trade Commission (FTC) would suggest 
are even moderately concentrated markets. 


31 Data provided by Experian Automotive. 

32 See Inside Mortgage Finance Publications, 2013 Statistical Annual, Volume I, Top 100 
Mortgage Lenders. 
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Chart 3. Auto Finance Market Competitiveness 



—New—Used -»-Used (1,000+ originations) —New (1,000+ originations) 

Source: Experian Automotive * Per u Department of Justice & Federal Trade Commission, Horizontal Merge Guidelines 5.2 (2010) 


The HHIs calculated here appear to contradict the CFPB’s market assessment as 
reported in their September 17, 2014 Proposed Larger Participant Rule for Automo¬ 
tive Finance , in which they note, “According to the Bureau’s estimates based on Ex¬ 
perian Automotive’s AutoCount® database, the proposed automobile financing mar¬ 
ket includes over five hundred nonbank automobile lenders and is fairly concentrated 
[italics added].” 

Financial institutions enter and exit the market with some frequency. Experian 
Automotive data indicate that approximately 800 financial institutions entered the 
market after 2005 and each financed more than 1,000 vehicles during the period. 33 
The converse is also true. There were approximately 1,000 financial institutions that 
financed more than 1,000 vehicles during the period, but were no longer in the 
market by January 2014. This phenomenon was heightened during the financial 
crisis, when numerous financial institutions tightened credit or exited the automotive 


33 Based on analysis of financial institutions with at least 50 originations between January 
2005 and January 2014. _ 
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finance space entirely. Conversely, as the vehicle market improved, numerous 
financial institutions entered, and in some cases re-entered, the market. 

3.5. SEGMENT SPECIALIZATION 

Financial institutions often focus their activities in select segments of the auto finance 
market. While some financial institutions may compete in both the direct and indirect 
channels, it is more common to specialize in one or the other. For example, captive 
finance companies generally focus on new and certified pre-owned segments and 
rarely compete in the direct channel. Banks frequently focus on the prime and near- 
prime segments, while other financial institutions focus on subprime segments. 

Many non-bank finance company portfolios are comprised heavily of used vehicles. 
Some financial institutions are regional, while others have national coverage. 

To better understand this specialization, we categorized the 50 financial institutions 
with the largest count of vehicle finance originations with regard to bank/non-bank, 
captive/non-captive, direct/indirect and credit market segments. We found the 
following: 

• About half (55%) were banks. 

• Approximately one third were captive finance companies or function as such 
for a manufacturer. 

• About 8% were credit unions. 

• Six financial institutions had portfolios comprised of more than 75% new 
vehicles, and all were captive finance companies. 

• 28% had portfolios composed of more than 75% used vehicles. 

• All 50 participate in the indirect channel, and several, generally banks, also 
participate in the direct channel. 

3.6. SOURCES OF CAPITAL 

Financial institutions fund their lending activities through various sources of capital, 
including private investments, secondary markets (through securitization), deposits, 
wholesale lending arrangements with other financial institutions, and current capital. 
Each of these funding sources has an associated cost-of-borrowing and it may vary 
across sources and financial institutions. Depending on the nature of the financial 
institution, it may have access to some or all of these capital sources. Many factors 
contribute to a financial institution's overall cost-of-borrowing, which in turn impacts 
the rates financial institutions offer dealers through the indirect channel and to 
consumers through the direct channel. Differences in cost-of-funds may contribute 
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to the observed specialization across segments of certain financial institutions. For 
example, banks often focus on the prime market where the ability to offer lower rates 
is important. Non-depositories may compensate for higher borrowing costs by 
developing other advantages, such as strong customer relationships. 

An important change in the automotive finance market during the last twenty years 
was the development of a secondary market for automotive finance asset-backed 
securities (AF-ABS). When the AF-ABS market originated in the mid-1980s, it was 
limited to the prime credit segment only. However, by the mid-1990s, AF-ABS mar¬ 
kets for subprime and leases began to develop. During the ensuing 20 years, the 
AF-ABS market has increased seven-fold. See Chart 4. 



Secondary markets have provided significant liquidity, particularly to financial institu¬ 
tions operating in the subprime credit segment, expanding credit opportunities in that 
segment. During the Great Recession, while the residential mortgage backed secu¬ 
rities (RMBS) markets virtually ceased to offer new issuances, the AF-ABS market 
was much less impacted. This is particularly true for the prime AF-ABS issuances. 
In part, the relative strength of the AF-ABS market reflects the significantly lower de¬ 
linquency rates observed in the automotive credit markets relative to mortgage mar- 
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kets during the years 2008-2013, Data published by the Federal Reserve Bank of 
New York indicates that the 90+ day delinquency rates in auto finance have been 
less than that for student debt and credit cards since before 2003 and below that for 
student debt, credit cards, and mortgages since 2008. 34 

Delinquency rates in mortgage and auto markets have fallen in recent years so that 
by the first quarter of 2014 they are approximately the same as the levels observed 
prior to 2008, when mortgage delinquencies were at approximately half the rate of 
auto delinquencies. 

3.7. COMPETITIVE FACTORS 

Financial institutions operating in the indirect channel compete with one another on a 
number of dimensions in order to successfully source contracts from dealers. The 
indirect channel combines elements of a classic wholesale channel with elements of 
a commercial finance relationship. By offering dealers varying combinations of the 
following products and services, financial institutions find competitive advantages in 
the market and provide the dealer with improved financing options for its customers. 

• Processing speed - Faster is better. When an application is submitted to the 
financial institution by the dealer, the speed with which the financial institution 
returns the underwriting decision and pricing to the dealer matters. 

• Predictability - The dealer’s ability to anticipate the financial institution’s 
underwriting and pricing decision matters. This is particularly important on 
weekends, evenings and holidays when many consumers are shopping for 
vehicles, but the financial institution may not be processing applications. 

• Segment specialization - Concentration in a particularly challenging segment, 
for example the subprime or used vehicles segments, where dealers may 
encounter more limited financing options. 

• Product range offered to dealer - Offering the dealer a broad range of 
consumer and commercial financial products: floor-plan financing, 
construction loans, working capital lines, cash management services, and 
bank card processing broadens willingness of dealer to continue with 
financial institution relationship. 


34 Op Cit., “Quarterly Report on Household Debt and Credit,” FRBNY, August 2014, 
available at: http://www.newyorkfed.org/householdcredit/2014- 
q2/data/pdf/HHDC_2014Q2.pdf 
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• Product range available to consumer - extended warranties, GAP insurance, 
and other ancillary products, sold to consumers by dealers’ F&l departments, 
broadens options available to consumers. 

• Flexibility - The ability of the dealer to request financial institution 
underwriting or pricing exceptions based on specific facts and circumstances 
appeals to dealers. For example, counter offers are more likely to help a 
dealer conclude a deal than are denials of credit. 

• Continuity - A dedicated point(s) of contact at the financial institution who can 
review underwriting and pricing decisions or appeals to decisions enhances 
continuity from the dealer perspective. 

• Prices (buy rates) - All else equal, lower is more competitive. 

• Contract Compensation - All else equal, higher compensation makes the 
financial institution more attractive to a given dealer. 

• Risk sharing - Sharing of prepayment and default risk matters, both in terms 
of percentage and time period. The lower the dealer’s share of the risk, (he 
more attractive the financial institution. 

• Efficiency - A particular ’efficiency’ development in the automotive finance 
market relates to online credit application networks such as Dealertrack, 
RouteOne, Open Dealer Exchange and others, which have significant 
relevance to understanding dealer compensation scenarios. 

To expand relationships with dealers and compete in the market place, financial 
institutions over time have priced these wholesale and commercial products in 
numerous ways. Some common mechanisms include: 

• Establishing dealer loyalty programs where lower buy rates are offered to 
dealers that meet certain criteria, such as: 

o Dealers that floor-plan with the financial institution. 

o Dealers that have other commercial lines of credit with financial 
institution. 

o Dealers with exclusive relationships who agree to submit every 
consumer application to the financial institution to consider. 

• Charging lower prices on the floor-plan interest charges to dealers who 
achieve specified penetration rates. 35 

• Offering to purchase more of a dealer’s non-prime and subprime contracts 
in exchange for a higher share of dealer prime contracts submitted to the 
financial institution. 


35 In this context the penetration rate is measured from a financial institution’s perspective as 
the percentage of as dealer’s total retail contracts assigned to the financial institution. 
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• Providing the dealers that meet certain criteria with buy rate coupons that 
can be applied at the dealer's discretion to reduce the buy rate on a specific 
contract, 

• Offering dealers cash management account services related to the funds 
transferred between the dealer and financial institution, 

• Offering the dealer improved risk sharing arrangements in return for 
increased volume and/or better performing contracts. 

That financial institutions focus on various market segments, have different costs-of- 
funds, compete on multiple dimensions and offer various products is well 
understood. In subsequent sections, we will consider the effect that these factors 
have on the analysis of dealer reserve in a fair lending context. 

3.7.1. ONLINE CREDIT APPLICATION NETWORKS - THE EFFICIENT 
AUCTION 

In the indirect channel, dealers have always performed the related tasks of collecting 
consumer information and submitting the completed credit applications to various 
financial institutions. Traditionally, both tasks could be time consuming. Until more 
recently, credit applications were often handwritten, incomplete and faxed to the fi¬ 
nancial institution, and frequently required significant exchange between the dealer 
and the financial institution. While the information sought by each financial institu¬ 
tion had some commonality, there were also considerable differences historically. 

The process of submitting the credit application was ripe for improved efficiency. 

In the early 2000s two companies were formed to offer the dealers an improved pro¬ 
cessing mechanism. Dealertrack and RouteOne, established in 2001 and 2002, re¬ 
spectively, built online credit application networks, allowing dealers to create credit 
applications online, obtain consumers’ credit bureau reports and submit credit appli¬ 
cations to financial institutions. Interestingly, RouteOne was formed by a group of 
captive finance companies: Ally Financial (then General Motors Acceptance Corp. 
(GMAC)), Ford Motor Credit Company, TD Auto Finance (then Chrysler Financial), 
and Toyota Financial Services. 

Dealertrack and RouteOne have altered the automotive finance market in a manner 
analogous to how the Common Application has impacted the college admissions 
process. 36 Prior to the Common App, students were required to laboriously com¬ 
plete individualized college applications. Each one specified its own essay questions 


36 https://www.commonapp.org/Login 
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and required highly customized answers. The time necessary to complete each ap¬ 
plication was a major constraint, dictating the number of colleges to which one ap¬ 
plied. Prior to Dealertrack and RouteOne, dealers faced a similar constraint. The 
automated submission platforms not only solved the time constraint, but also created 
a real-time market for pricing contracts. As a result, the average number of financial 
institutions to which a dealer assigns contracts has steadily increased from approxi¬ 
mately 7 in 2009 to nearly 10 during the first half of 2014. 37 As we will see below, 
these averages greatly understate the number of financial institutions to which deal¬ 
ers assign contracts. 

The participation of financial institutions and dealers in these online networks is sig¬ 
nificant. RouteOne reports 18,000 dealers and nearly 1,200 financial institutions par¬ 
ticipate in their network as of November 2014. 38 Dealertrack reports more than 
1,400 financial institutions utilize their U S. credit application processing network and 
more than 20,000 dealers utilize their services and products, resulting in more than 
101 million processed transactions during 2013. 39 

The automated submission platforms have essentially allowed the dealers to conduct 
an auction for each contract among the financial institutions of their choosing. Argu¬ 
ably, the online credit application networks have shifted market power away from the 
financial institutions in the direction of the dealers and indirectly to consumers. This 
process enables dealers to meet or beat competitors’ offers and provide the best 
possible rates and terms to their customers. 

3.7.2. DEALERS 

The vast majority of vehicle purchases occur at dealers, and all of the vehicle trans¬ 
actions referenced in the CFPB’s March 2013 bulletin occurred at dealers. In the 
U.S. there are franchised dealers and independent dealers. Franchised dealers 
have agreements with vehicle manufacturers to sell the new vehicles of a specific 
“make” (i.e., Chevrolet, BMW, or Toyota), and they also sell used vehicles. NADA 


37 Automotive News. F&l Report, August 13, 2014. 

38 http://www.routeone.com/finance-sources/indirect-auto-fmancing accessed on November 
13, 2014. 

39 Dealertrack 2013 10-K Annual Report, at 6 and 31. Transactions are defined to included 
revenue-generating transactions processed in the U.S. Dealertrack, Dealertrack Aftermarket 
Services, Registration and Titling Solutions, Collateral Management Solutions and 
Dealertrack Canada networks. 
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reports there were 17,665 franchised dealers in 2013. 40 Independent dealers sell 
exclusively used vehicles, and there were approximately 37,026 operating in 2013. 41 
The two dealer types share some similarities, as well as some important distinctions. 

Similarities 

Both franchised and independent dealers actively participate in the auto finance 
market and provide financing for a large majority of their vehicle-purchasing custom¬ 
ers. Neither act as a broker on behalf of the consumer, 42 While this may be obvious 
to some, a number of commentators have compared franchised dealers to mortgage 
brokers, presumably because dealers and mortgage brokers provide financing for 
consumers in their respective markets. Beyond that apparent similarity, the compar¬ 
ison falls short. Franchised and independent dealers stock inventories of vehicles 
and, frequently, parts that they sell to consumers. 43 They also purchase used vehi¬ 
cles directly from consumers, as well as from wholesale auctions. Both have F&l 
departments that commonly sell consumers warranty and insurance products and 
service contracts. Both make investments in facilities, equipment and personnel re¬ 
quired to sell and service vehicles. 

Franchised and independent dealers combine products and services together in 
each transaction with a consumer. So while the transaction may begin with the test 
drive of a new or used vehicle, the transaction is likely to include a bundle of several 
products and services, including, for example, the service and maintenance of the 
vehicle post-sale. JD Powers Associates estimates that approximately 79.2% of new 


40 NADA DATA 2014, at 5 available at: http://www.nada.org/NR/rdonlyres/DF6547D8-C037- 
4D2E-BD77-A730EBC830EB/0/NADA_Data_2014_05282014.pdf, last accessed September 
8, 2014. 

41 2014 NIADA Used Car Industry Report, at 16., available at: 

http://www.google.com/urr?sa=t&rct=j&q=&esrc=s&frm=1&source=web&cd=3&ved=0CCwQFj 
AC&url=http%3A%2F%2Fwww.niada.com%2Fuploads%2Fdynamic_areas%2FBroV9gVnZiP 
633Jla3e2%2F34%2FUCIR_2014_email_version.zip%3F&ei=1tcNVK_vJ8eyuASSsoCgCQ& 
usg=AFQjCNF3RBIbzUCbsDQjBTFFawikcrM7eg&bvm=bv,74649129,d.c2E, last accessed 
September 8, 2014. 

42 Arthur P. Baines and Dr. Marsha Courchane, “Automotive Finance: Will dealership finance 
reserve go the way of mortgage yield spread premiums?” available at: 
http://www.crai.com/uploadedFiles/Publications/Automotive-Finance-FE-Whitepaper- 
0313.pdf, last accessed September 8, 2014. 

43 As of July 1, 2014, franchised dealers had an inventory of 3.55M new vehicle inventories, 
or approximately 60 days supply, Automotive News, July 14, 2014 at 69. 
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vehicle financing is obtained through the franchised dealer. 44 Many new vehicle con¬ 
sumers trade in a vehicle as part of the transaction. According to Manheim, a 
wholesale used-vehicle auction house, “many dealers considered the provision of 
used vehicle inventory through trade-ins to be the most important function their new 
vehicle departments played in 2012." 45 Franchised dealer groups report more than 
one F&l product included in the average transaction. 46 For example, Lithia Motors 
Inc. and Group 1, publically traded companies that owns dealers, reported nearly 
43% of vehicle sales included an extended service contract, and 22% of such sales 
included GAP insurance 47 These are consistent with NADA’s published service 
contract penetration rates. 

The prices for many of these products and services are subject to negotiation, and 
both the dealer and consumer have their respective reserve prices. 48 Consumers 
negotiating vehicle purchases in today’s market have considerably greater infor¬ 
mation regarding the dealers’ reserve prices, relative to the time periods studied in 
earlier research. 49 With respect to arranging financing, dealers try to compete with 
other dealers and with financing offers from the direct channel. From the perspective 
of the dealer, each transaction represents the potential to earn revenue from the sale 
of a set of products and services to the consumer. From an economic perspective, 
the dealer and consumer are concurrently setting the prices for each of the products 
and services included in the transaction. 

For a variety of the reasons discussed above, dealers establish relationships with 
multiple financial institutions. Dealers require multiple commercial and wholesale 
financial products and services. The online credit application networks have en¬ 
hanced dealers’ ability to work with multiple financial institutions with regard to ar¬ 
ranging consumer financing. The dealers’ F&l departments attempt to build relation¬ 
ships with financial institutions that align with the market segments important to the 


44 Richard Howse, How Different is the Indirect Channel from the Direct Channel? JD Power 
& Associates, Mar 31, 2008. 

45 “2013 Used Car Market Report,” Manheim, at 13, available at: 

http://www.niada.com/uploads/dynamic_areas/wp6QIPSw6C83LYM1dGrU/287/Manheim%20 
2013%20UCMR.PDF, last accessed September 8, 2014. 

46 “Public Group's Dual Focus: Car Sales, F&l,” Automotive News, August 3, 2011. 

47 “Public group F&l results strike gold in Q4”, Automotive News, February 19,2014 and 
“Weekly F&l Report," Automotive News, November 14, 2012. 

48 The Reserve price is thb maximum/minimum price at which the consumer/dealer is willing 
to complete the transaction. 

49 Ian Ayres and Peter Siegelman, “Race and Gender Discrimination in Bargaining for a New 
Car," American Economic Review, Vol. 85, No. 3, June 1995, 304-321. 
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dealer - new, used, prime, and subprime. While it may be easy to find financial in¬ 
stitutions willing to purchase a contract for a new vehicle with a 85% loan-to-value 
(LTV) and a buyer FICO of 800, the dealer's challenge may be finding a financial in¬ 
stitution offering a buy rate low enough to compete with the direct financing the buyer 
arranged prior to arriving at the dealer. Alternatively, a dealer may struggle to find a 
financial institution willing to purchase a contract for a buyer with a 550 FICO and 
recent bankruptcy, unless that dealer has relationships with financial institutions that 
specialize in the subprime segment. Table 2 provides detail on the number of finan¬ 
cial institutions to which dealers in California, Florida and Texas sold contracts. 


Table 2. Financial Institutions to which Dealers Assigned Contracts 





Number of Financial Institutions 

State 

Measure 

Metric 

6-10 

11-20 

21-60 

51 + 

TotaS 



Count 

978 

937 

1,011 

568 

6,767 



Share 

14.5% 

13.8% 

14.9% 

8.4% 

100.0% 



Count 

66,291 

139,724 

776,107 

1,316,934 

2,360,406 



Share 

2.8% 

5.9% 

32.9% 

55.8% 

100.0% 



Count 

769 

558 

835 

221 

7,226 

FL 


Share 

10.6% 

7.7% 

11.6% 

3.1% 

100.0% 


Count 

51,887 

85,956 

736,595 

549,830 

1,560,334 



Share 

3.3% 

5.5% 

47.2% 

35.2% 

100.0% 


Dealers 

Count 

1,635 

1,067 

985 

806 

19,510 

TX 

Share 

8.4% 

5.5% 

5.0% 

4.1% 

100.0% 

Contracts 

Count 

135,702 

143,835 

389,053 

1,572,052 

2,474,393 


Share 

5.5% 

5.8% 

15.7% 

63.5% 

100,0% 


Source: Experian Automotive 


The results are striking. Dealers have developed extensive networks of financial in¬ 
stitutions. More than 80% of contracts were originated by dealers that assigned con¬ 
tracts to more than 20 financial institutions. More than half of all contracts in these 
states were originated by dealers that assigned contracts to more than 50 different 
financial institutions. That offers far more potential financing options than the aver¬ 
age number of financial relationships per dealers that existed previously. 

The degree to which a dealer values the competitive attributes of a given financial 
institution (see list above) varies according to the specific consumer for which the 
dealer is attempting to provide financing. The dealer has incentives to identify the 
lowest available buy rate - in that every dollar saved on the portion of finance charg¬ 
es accruing to the financial institution is potentially retained by the dealer through ei- 
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ther the dealer reserve subject to the effective cap, or the sale of other products and 
services in the transaction, or a combination of both. However, the dealer may have 
additional considerations as it contemplates the financial institution to which it will 
assign the contract, including whether the financial institution purchases contracts on 
a recourse or non-recourse basis and the conditions imposed on prepayment or de¬ 
fault. 

The options available to the dealer vary across financial institutions. Some financial 
institutions offer the dealer a choice of payment terms, while others do not. Common 
payments terms include: 

1) Reduced upfront: under this scenario the dealer receives at contract origina¬ 
tion a portion of the dollar value of the hypothetical dealer reserve calculated 
over the full term of the contract. The dealer generally has prepayment and 
default risk for anywhere from 90-160 days, after which the dealer is not sub¬ 
ject to chargebacks of the dealer reserve. The portion varies across financial 
institution, but generally ranges from 70-80 percent. The percentage is de¬ 
termined, in part, by market forces and, in part, by the prepayment experi¬ 
ence of the financial institution. 

2) 100 percent upfront with chargebacks: under this scenario the dealer re¬ 
ceives at contract origination the full dollar equivalent of the hypothetical 
dealer reserve calculated over the full term of the contract, and is subject to 
chargebacks during the life of the contract of the portion of the dealer reserve 
that does not materialize in the event of prepayment or default. 

3) As-earned: under this scenario the dealer receives the portion of the con¬ 
sumer's finance charge associated with the dealer reserve each month the 
contract is in force. If the contract pays off early or defaults, the monthly 
payments to the dealer cease. In this scenario the dealer carries prepayment 
and default risk associated with the dealer reserve. 


In situations without dealer reserve, the dealer will have an incentive to maximize the 
level of flat compensation available from the financial institution. The options availa¬ 
ble to the dealer may vary across financial institutions and commonly include a fixed 
dollar amount per contract, a fixed percent of the amount financed, or a combination 
of the two. 

A further consideration involves whether or not the dealer needs to find a financial 
institution willing to purchase its less attractive contracts. In circumstances such as a 
contract for a buyer with an 800 FICO and a separate contract for a buyer with a 550 
FICO, the dealers may attempt to negotiate a deal with a financial institution for as- 
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signing the 800 FICO contract only if the financial institution agrees to purchase the 
550 FICO contract. 

There are many other business reasons that impact the dealer’s decision to assign 
the contract to a given financial institution. The process is anything but random. 

Differences between franchised and independent dealers 

Important differences exist between franchised dealers and independent dealers. 
These differences emanate from the fact that franchise dealers sell new vehicles, are 
governed by franchise agreements with the relevant vehicle manufacturers, and are 
subject to extensive State franchise laws. Franchised dealers frequently have ac¬ 
cess to manufacturer-sponsored dealer and customer incentives. Franchised deal¬ 
ers are frequently supported by manufacturer-sponsored marketing programs. 

Most state law and manufacturer franchise agreements require a franchised dealer 
to have the capability to service vehicles. 50 This applies to warranty and recall relat¬ 
ed servicing as well as general servicing of the vehicle. Franchised dealers must 
make investments in facilities, tools, computers, etc. required to service vehicles. 

For example, in 2013, franchised dealers maintained a $5.47 billion inventory of ve¬ 
hicle replacement parts. 51 Additionally, franchise agreements commonly require 
franchised dealers to maintain certain levels of customer satisfaction, capitalization, 
sales penetration, profitability, and facility investment. As such, franchised dealers 
require a significant amount of capital to fund physical facilities, inventory, payroll, 
and working capital. 

As a result, franchised dealers have different, generally larger and more complex, 
cost structures than the average independent dealer, but also revenue opportunities 
not available to the independent dealer. For example, franchised dealers can gener¬ 
ate significant revenue and related profits from their parts and service departments, 
while more than 30% of independent dealers have no service bays. 52 In our previ¬ 
ous research, we have extensively examined the prices charged by the departments 


50 For a discussion on the history of State Franchise laws see: Francine Lafontaine and 
Fiona Scott Morton, “State Franchise Laws, Dealer Terminations, and the Auto Crisis,” 
Journal of Economic Perspectives, Volume 24, Number 3, Summer 2010, pages 233-250. 

51 Op C/t, NADA DATA 2014, p. 12. 

52 Op C/f., 2014 NIADA Used Car Industry Report, p. 10. 
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within franchised dealers, their associated cost structures and resulting profitability or 
losses. 53 We discuss this research in greater detail in subsequent sections. 

3.7.3. VEHICLE MANUFACTURERS 

In the automotive finance market, vehicle manufacturers have significant impact, 
primarily resulting from the practice of providing manufacturer-sponsored incentives 
in the market. They use the incentives for a variety of reasons, such as: 

• Reducing consumers’ costs to finance vehicle purchases. 

• Responding to competitive pressures. 

• Reducing vehicle inventory levels at franchised dealers. 

• Managing model-year changes. 

• Smoothing highly seasonal sales patterns to better reflect the desire for con¬ 
stant production volumes. 

• Launching new and/or redesigned vehicle models. 

• Managing models through the product life-cycle. 

Historically, the dollar volume which manufacturers spend on incentives is large, but 
varies over time. According to NADA, manufacturer-sponsored incentives in 2013 
approached $2,500 per vehicle, somewhat below the per-unit peak of $2,932 during 
2004. 54 Manufacturer incentives come in four basic forms: dealer cash, customer 
cash, finance subsidies and lease subsidies. In 2013 these averaged approximately 
$300, $1,200 $2,600, and $4,100, respectively, per vehicle. While customer cash 
and finance subsidies are visible to consumers, dealer cash generally is not. The 
effects of this asymmetric information structure have been reported in research stud¬ 
ies that find dealers share a portion of dealer cash with customers even though it is 
generally not visible to them. 55 

Effectively, the manufacturer incentives reduce market prices for the vehicle and fi¬ 
nancing, which tend to increase demand, relative to levels without incentives. The 
impact of such incentives is not limited to the specific makes and models on which 


53 Op Cit., Baines and Courchane. 

54 NADA Used Vehicle Price Report: Incentive Analysis and Impact, Q4 2013, at 4 and 7. 
available at: 

http://www.nada.com/B2B/Portals/0/assets/pdf/NADA%20UCG_White%20Paper_lncentive% 
20Analysis%20and%20lmpact.pdf, last accessed September 8, 2014. 

55 Op Cit., Meghan Busse, Florian Zettelmeyer, Jorge Silva-Risso, available at: 
http://www. nber.org/papers/wl 0887 
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they are available. For example, if Ford puts a 0.9% special finance rate on two- 
wheel drive FI 50 pickup trucks in the Northeast, this puts downward pressure on 
prices of the F150’s competitors from other manufacturers. The incentives also put 
downward pricing pressure on used pickup trucks that consumers consider to be al¬ 
ternatives to a new F150. 56 To the extent that financial institutions have leased 
F150’s or its competitors in their portfolios, the incentive may impact the profitability 
(or lack thereof) of those leases. 

It is hard to overstate the complexity of these manufacturer-sponsored incentives. 
The NADA study referenced above examines the intended and unintended impacts 
of these commonly used incentives. At any point in time, there may be thousands of 
unique incentives in the market. Commonly, they are model, trim and geographically 
specific, as in the hypothetical Ford FI50 example above. Frequently, the customer 
cash and finance subsidy incentives are structured as alternatives: cash rebate or 
special finance rate. Each has different rules with respect to dealer reserve and the 
financial institution to which the contract is assigned. The cash rebate will be avail¬ 
able to the consumer regardless of whether and with whom they finance the vehicle, 
while the special finance rate will be available only through dealer provided financing 
in the indirect channel with a specific financial institution - generally the manufactur¬ 
er’s captive finance arm. 

3.7.4. BRINGING IT ALL TOGETHER- TRANSACTIONS 

In order to consummate the purchase of a vehicle with indirect financing provided by 
the dealer, the following steps must be completed: 

1. The products and services included in the transaction must be agreed 
between dealer and consumer. 

2. Prices for the included products and services (including the price of 
vehicle, trade-in value, and price of other F&l products) must be 
agreed between dealer and consumer. 

3. Completed credit application must be submitted by the dealer through 
online credit application network to one or more financial institutions. 

4. Financial institutions must agree to purchase the contract from dealer 

5. Financial institutions and dealer must agree on buy rate and other key 
terms such as LTV and financing term. 

6. Contract terms (e.g. amount financed, term and APR) must be agreed 
between dealer and consumer. 


56 Op Cit., NADA Used Vehicle Price Report: Incentive Analysis and Impact, Q4 2013, at 2. 
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7. Dealer must complete documentation requirements and comply with 
any conditions of the financial institution. 

8. Consumer leaves the dealer in a newly purchased vehicle. 

9. Dealers must assign contracts to financial institutions and provide the 
final contract and related documents. 

10. The financial institution must compare the actual final contract to what 
it approved on-line, generally rescoring and re-pricing the contract 
based on the actual final contract. 

11. The dealer and financial institution must finalize compensation to 
dealer for contract assignment. 

In addition to the complexities already discussed, an additional intricacy exists. The 
steps detailed above need not, and rarely do, occur in this sequence. This particu¬ 
larly applies to spot delivery transactions, in which the dealer and consumer agree 
upon the terms of the contract and the consumer takes delivery of the vehicle before 
the financial institution has reviewed the consumer’s credit applications. In such 
transactions, the consumer agrees that the contract may be rescinded if the financial 
institution does not approve the contract on the terms submitted. Spot deliveries are 
unique to automotive financing and no corollary exists in mortgage markets. When 
spot deliveries occur, the dealer reserve is arguably an artifact of the contract rate 
set by the dealer, rather than the explicit ‘marking-up’ of a buy rate. 

On all contracts, it is only after the dealer provides the final contract documents to 
the financial institution, that the financial institution validates the contract terms; 
rescores, re-prices and funds the contract; and finalizes dealer compensation asso¬ 
ciated with contract assignment. The dealer has important contractual obligations to 
extinguish its floor plan line of credit and pay the providers of other products and ser¬ 
vices included in the transaction, such as the provider of an extended service con¬ 
tract. 

Given the unique circumstances surrounding these transactions at the dealership, 
the comparison to mortgage brokers that regulators appear to rely upon is at best 
superficial. To recognize the absurdity of the comparison, consider the situation in 
which the house-buying consumer purchased the real estate from an inventory of 
such properties owned by the broker, while at the same time the broker bought the 
consumer’s current property, sold the consumer a property and casualty insurance 
policy, a warranty, and service contract on the house, and then eight months after 
the sale the homeowner called the broker to send someone to paint the house and to 
fix a leaking roof. Clearly this does not happen in the world of mortgage brokers. It 
does, however, happen with vehicle purchases for which the dealer and the con¬ 
sumer are simultaneously pricing multiple products and services in a single transac- 
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tion, while the mortgage broker and the consumer price a single product in a transac¬ 
tion that is dependent on a series of related but separate transactions. Both markets 
are highly complex, but starkly different. 

In Section 5, we analyze and discuss the prices observed in the current market 
place. 

4. FAIR LENDING COMPLIANCE FOR INDIRECT AUTOMOTIVE FINANCE 
4.1. BACKGROUND 

Indirect auto finance is the focus of renewed and heightened regulatory scrutiny. 

The CFPB has issued a Bulletin regarding fair lending risk in indirect auto finance, 
and it purports to be cooperating with the DOJ on ongoing investigations, while 
coordinating with its sister agencies (the Federal Reserve Board (FRB), the Federal 
Deposit Insurance Corporation(FDIC) and the Office of the Comptroller of the 
Currency (OCC)) to develop acceptable methodologies and operations for the 
examination and supervision of the indirect auto finance market with respect to fair 
lending risk. 

The regulatory authority of the various agencies with respect to fair lending is 
complicated, sometimes overlapping, and occasionally uneven. Created by the 
Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (“Dodd-Frank 
Act”), the CFPB was given broad authority over various companies involved in 
consumer finance activities. This includes bank and non-bank institutions, credit 
rating agencies, mortgage brokers, loan servicers, etc. Notably, the CFPB's 
authority does not extend to dealers. 57 The CFPB has made it a priority to 'even the 
playing field’ with respect to its regulatory authority over certain consumer finance 
products, including indirect auto finance. For example, prior to the creation of the 
CFPB, banks were subject to recurring fair lending exams by their respective Federal 
regulators, however non-banks were not. On October 8, 2014, the CFPB announced 
a proposed larger participant rule covering the auto finance market, which would 
extend its examination authority to cover non-banks. 58 Both the CFPB and DOJ 


57 The CFPB does have authority over "buy-here pay-here’ dealers. 

58 CFPB authority covers certain financial institutions above specific size thresholds. See 12 
U.S.C Title 12 §5515. Supervision of very large banks, savings associations, and credit un¬ 
ions provides for coverage of (1) an insured depository institution with total assets of more 
than $10,000,000,000 and any affiliate thereof; or (2) an insured credit union with total assets 
of more than $10,000,000,000 and any affiliate thereof. See 
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have enforcement authority with respect to fair lending and consumer finance. A 
memorandum of understanding (MOU), among the federal supervisory agencies 
provides a framework for the coordination of their enforcement authority in this 
area. 59 An MOU also exists between the CFPB and DOJ. 60 In addition, cooperation 
is intended between the CFPB and the state banking and financial regulatory 
agencies. 61 

Dealers are subject to regulatory oversight from the FTC, and that agency has 
brought enforcement actions against a number of dealers during 2014. 62 This 
exercise of regulatory authority over financial institutions and dealers has significant 
relevance to the implementation of standards and methodologies for the examination 
of fair lending risk in the automotive finance market. While the CFPB has 
recognized the value provided by dealers who provide retail installment sales 
contracts for buyers and that dealers deserve fair compensation for that role, the 
CFPB clearly believes that there is a potential fair lending risk present when dealers 
can discount the contract rate or when dealer reserves exist. 63 The CFPB, however, 
has no authority to regulate dealer behavior directly. The CFPB does have 
regulatory authority over many financial institutions to which the dealers assign the 
finance contract. In the current regulatory landscape, the CFPB vigorously 
exercises that authority. 

This bifurcated regulatory authority requires focus on the examination of indirect 
automotive finance contracts. For the last ten years, when looking at mortgage 
originations, regulators required focus on segments (geographic or loan product 
type) of the market. In fact, even when no disparities were identified at a portfolio 
level, regulators insisted discrimination could still exist, in, for example, local 
metropolitan statistical areas (MSA) or at the hands of individual loan officers (retail 
channel) or wholesale brokers. In the case of indirect auto finance, because the 


https://www.federalregister.gov/articles/2012/05/25/2012-12718/procedural-rules-to-establish- 

supervisory-authority-over-certain-nonbank-covered-persons-based-on#h-9 

59 See 

http://files.consumerfinance.goV/f/201206_CFPB_MOU_Supervisory_Coordination.pdf. 

69 See http://files.consumerfinance.gOv/f/201212_cfpb_doj-fair-lending-mou.pdf 

61 See 

http://files.consumerfinance.gOv/f/201212_cfpb_statement_of_lntent_for_sharing_information 

_with_sbfsr.pdf 

62 See http://www.ftc.gov/news-events/media-resources/consumer-fmance/auto- 
marketplace and http://www.ftc.gov/news-events/press-releases/2014/01/ftc-announces- 
sweep-against-10-auto-dealers for recent enforcement actions. 

63 CFPB Bulletin 2013-02 at 1. 
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CFPB cannot exercise examination authority over individual dealers, the agency 
focuses primarily on the portfolio level. The result of this is that even if no individual 
dealer has any disparities among consumers with whom business is conducted, 
aggregation within any particular finance company’s portfolio across dealers may still 
lead to a finding of disparate impact. 

Evidence of the heightened focus on indirect auto finance can be observed by 
reviewing three recent issuances from the CFPB: 1) the CFPB Bulletin addressing 
indirect auto financing and compliance with ECOA, 2) the December 2013 
announcement that the CFPB had entered into consent orders with Ally Bank and 
Ally Financial (Ally) regarding the fair lending implications of allowing dealer 
discretion in pricing, and 3) the Summer 2014 Supervisory Highlights (Supervisory 
Highlights) and White Paper on proxy accuracy. 64 

The CFPB takes the position that indirect auto finance companies are liable under 
ECOA for pricing disparities caused by the financial institution’s policies that allow 
dealers discretion in pricing finance contracts (e.g. establishing the price the dealer 
will charge for entering the finance contract for the buyer). 65 The Bulletin makes 
clear that the CFPB defines indirect auto lenders to include: depository institution, 
non-bank affiliates of depository institutions, independent nonbanks, and captive 
nonbanks. 66 In the Bulletin, the CFPB suggests it would be better to move toward 
“eliminating dealer discretion to mark up buy rates and fairly compensating dealers 
using another mechanism, such as a flat fee per transaction, which does not result in 
discrimination." 67 The Bulletin appears to parallel the approach to fair lending com¬ 
pliance that has resulted from regulatory enforcement actions against lenders in the 
mortgage brokerage space. 

The CFPB Bulletin identifies features of a strong fair lending compliance manage¬ 
ment program, including the “regular analysis of loan data in all product areas for po¬ 
tential disparities on a prohibited basis in pricing, underwriting or other aspects of the 
credit transaction.” 68 The Bulletin makes clear the CFPB’s position regarding dealer 


64 “Using publically available information to proxy for unidentified race and ethnicity A 
methodology and assessment,” CFPB, Summer 2014, released on September 17, 2014, 
available at: http://www.consumerfinance.gov/reports/using-publicly-available-information-to- 
proxy-for-unidentified-race-and-ethnicity/, last accessed October 19, 2014. 

65 Op Cit, CFPB Bulletin 2013-02 at 2. 

66 Op Cit, CFPB Bulletin 2013-02 at 1. 

67 Op Cit, CFPB Bulletin 2013-02 at 4. 

68 Op Cit, CFPB Bulletin 2013-02 at 4. 
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discretion, stating that "an indirect auto lender that permits dealer markup and com¬ 
pensates dealers on that basis may be liable for these policies and practices if they 
result in disparities on a prohibited basis.” 69 The CFPB expects quantitative monitor¬ 
ing of the dealer discretion, suggesting the monitoring should be performed for each 
dealer from which the financial institution purchased contracts and across the aggre¬ 
gated portfolio. 

While the CFPB and other regulators are highly focused on one specific component 
of the cost of credit to the consumer, which is the dealer reserve or ‘markup’ 
available to dealers , 70 the examination of this single price in isolation from the rest 
of the transaction and related market dynamics presents challenges and increases 
the potential for reaching erroneous conclusions. Understanding the market requires 
both an explanation and quantification of key aspects of this market. 

The Ally consent orders provide some limited insight into the analytical framework 
through which the CFPB is analyzing this issue; however, neither these consent or¬ 
ders, the Bulletin, or the CFPB White Paper provide specifics on the analytic meth¬ 
ods the CFPB uses to estimate disparities, quantify consumer harm or identify 
harmed consumers or the methods that it might expect financial institutions to use. 71 
Based on our knowledge and experience the CFPB’s analytical framework can be 
summarized in four steps: 

1. Develop proxies for race and ethnicity for each contract in the portfolio. 

2. Estimate the raw pricing disparities, measured in basis points, across race 
and ethnicity groups. 

3. Quantify the total amount of “harm,” measured in dollars, across the entire 
portfolio. 

4. Identify the contracts associated with harmed consumers. 


69 Op Cit, CFPB Bulletin 2013-02 at 3. 

70 Op Cit, CFPB Bulletin 2013-02 at 2. 

71 The CFPB White Paper addresses only proxy methods. It sheds no light on how the 
CFPB analyzes proxied contracts and measures disparities. 
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From public presentations, it is clear that various federal regulators utilize different 
approaches to address key analytical challenges. 72 We address these differences 
in subsequent sections. 

4.2. ECO A - DISPARA TE IMPACT AND TREA TMENT 

The Equal Credit Opportunity Act was passed by Congress in 1974 and was imple¬ 
mented through the Federal Reserve Board’s Regulation B (Reg B). According to 
the FRB’s Consumer Compliance Flandbook, The statute requires financial institu¬ 
tions and other firms engaged in the extension of credit to “make credit equally 
available to all creditworthy consumers without regard to sex or marital status.” 
Moreover, the statute makes it unlawful for "any creditor to discriminate against any 
applicant with respect to any aspect of a credit transaction (1) on the basis of race, 
color, religion, national origin, sex or marital status, or age (provided the applicant 
has the capacity to contract); (2) because all or part of the applicant’s income derives 
from any public assistance program; or (3) because the applicant has in good faith 
exercised any right under the Consumer Credit Protection Act.” In keeping with the 
broad reach of the prohibition, the regulation covers creditor activities before, during, 
and after the extension of credit.' 73 

Except with respect to dealers and other specified creditors, the Dodd-Frank Act 
transferred the implementation authority over Regulation B from the FRB to the 
CFPB and granted rule-making authority under ECOA to the CFPB and, with respect 
to entities within its jurisdiction, granted authority to the CFPB to supervise for and 
enforce compliance with ECOA and its implementing regulations. 74 

Regulatory agencies, including the CFPB, have generally defined three methods of 
proving lending discrimination under ECOA. The 1994 Interagency Task Force on 
Fair Lending, which was adopted by ail of the relevant federal regulatory agencies, 
defines the methods as follows: 


72 See "Indirect Auto Lending: Fair Lending Considerations," Outlook Live Webinar, August 
6, 2013, Consumer Financial Protection Bureau, Federal Reserve Board and U.S. 
Department of Justice, available at: http://www.philadelphiafed.org/bank- 
resources/publications/consumer-compliance-outlook/outlook-live/2013/indirect-auto- 
lending.cfm, last accessed September 8, 2014. 

73 http://www.federalreserve.gov/boarddocs/supmanual/cch/fair_lend_reg_b.pdf, last 
accessed September 8, 2014. 

74 http://files.consumerfinance.gOv/f/201306_cfpbjaws-and-regulations_ecoa-combined- 
june-2013.pdf, last accessed September 8, 2014. 
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• “Overt evidence of discrimination,” when a lender blatantly discriminates on a 
prohibited basis; 

• Evidence of "disparate treatment,” when a lender treats applicants differently 
based on one of the prohibited factors; and 

• Evidence of “disparate impact,” when a lender applies a practice uniformly to 
all applicants but the practice has a discriminatory effect on a prohibited basis 
and is not justified by business necessity. 75 

In an April 2012 bulletin, the CFPB reaffirmed its view that the legal doctrine of dis¬ 
parate impact remains applicable as the CFPB exercises its supervision and en¬ 
forcement authority to enforce compliance with ECOA and Reg B. 76 

Examination for evidence of disparate impact, sometimes referred to as the “effects 
test,” requires application of a multiple-step test. 77 A thorough understanding of the 
disparate impact method is absolutely essential to understand the current regulatory 
activity related to dealer pricing discretion. The Federal Financial Institution Regula¬ 
tory Guidance 09-06 explained the disparate impact test as follows. 

When a lender applies a racially or otherwise neutral policy or practice equal¬ 
ly to all credit applicants, but the policy or practice disproportionately ex¬ 
cludes or burdens certain persons on a prohibited basis, the policy or practice 
is described as having a "disparate impact.” 

The fact that a policy or practice creates a disparity on a prohibited basis is 
not alone proof of a violation. When an Agency finds that a lender's policy or 
practice has a disparate impact, the next step is to seek to determine whether 
the policy or practice is justified by “business necessity." The justification 
must be manifest and may not be hypothetical or speculative. Factors that 
may be relevant to the justification could include cost and profitability. Even if 
a policy or practice that has a disparate impact on a prohibited basis can be 
justified by business necessity, it still may be found to be in violation if an al¬ 
ternative policy or practice could serve the same purpose with less discrimi¬ 
natory effect. Finally, evidence of discriminatory intent is not necessary to es- 


75 See guidance for the Federal Financial Institution Examination Council members at 
http://www.federalreserve.gov/boarddocs/caletters/2009/0906/09-06_attachment.pdf (“FFIEC 
09-06”), last accessed September 8, 2014. 

76 CFPB Bulletin 2012-04 (Fair Lending), available at: 

http://files.consumerfinance.gOv/f/201404_cfpb_bulletin_lending_discrimination.pdf, last 
accessed September 8, 2014. 

77 Ibid, CFPB Bulletin 2012-04 (Fair Lending). 
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tablish that a lender's adoption or implementation of a policy of practice that 
has a disparate impact is a violation of the FHAct or ECOA. 78 

While there is debate about the legal doctrine of disparate impact and its applicability 
under ECOA, clearly the intent of the CFPB, DOJ, and private plaintiffs is to apply 
the doctrine to consumer lending. 79 

In indirect auto finance in the late 1990s and early 2000s, private plaintiffs sued nu¬ 
merous financial institutions under the disparate impact legal doctrine, alleging that 
their policies regarding dealer reserve violated ECOA. These litigations were settled, 
generally with defendants agreeing to put in place additional controls regarding deal¬ 
er reserves. 80 Generally, the agreed caps were progressive by term, whereby long¬ 
er terms were subject to lower caps. 

In 2007, two independent dealers, Springfield Ford Inc. (Springfield) and Pacifico 
Ford Inc. (Pacifico), entered separate Consent Orders with the DOJ to resolve claims 
that they violated ECOA with respect to the dealer reserves charged to African Amer¬ 
ican consumers. 81 The dealers agreed to start all dealer reserve negotiations from 
the same starting point, measured in basis points (bps), and deviate downward “only 
for a good faith, competitive reason that is consistent with ECOA.” 82 The orders de¬ 
fine seven reasons that are consistent with ECOA, to include: 

• A lower cap imposed by the financial institution for the particular transaction. 

• A constraint on the customer’s ability to satisfy monthly payment require¬ 
ments. 

• A statement by the customer that he or she has access to an equal or more 
favorable offer from another dealer or financial institution. 

• A special promotional offer extended to all customers on the same terms. 


78 Op Cit, FFIEC 09-06 at 6. 

79 The Supreme Court (The Court) recently agreed to hear a case regarding whether 
disparate impact theory is applicable under the Fair Housing Act, which as noted in the FFIR 
guidance, is structured similarly to ECOA. It is the third such case the Court has agreed to 
hear, however, as the first two cases settled prior to The Court rendering a decision. 

80 http://www.nclc.org/litigation/case-index-closed-cases.html, last accessed September 8, 
2014. 

81 http://www.justice.gov/opa/pr/2007/August/07_crt_639.html, last accessed September 8, 
2014. 

82 http://www.justice.gov/crt/about/hce/documents/pacifico_order.pdf, at 4, and 
http://www.justice.gov/crt/about/hce/documents/springfield_order.pdf, at 4, last accessed 
September 8, 2014. 
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• The fact that a particular transaction is eligible for subverted interest rates. 

• The fact that the transaction is eligible for Springfield/Pacifico Ford’s em¬ 
ployee incentive program. 

• Documented inventory reduction considerations related to specific vehicles. 

These seven reasons recognize many of the economic and business realities de¬ 
scribed above, and their causal impact on observed dealer reserve prices. 

4.3, FAIR LENDING AND DEALER RESERVE 

During the last two years, the CFPB has increased its scrutiny on fair lending with 
respect to indirect automotive finance. It is not always clear whether the agency is 
applying a disparate treatment test or a disparate impact test during its examinations. 
It is also unclear whether or not model controls that might impact dealer reserve are 
allowed during the consideration of these matters. 

The CFPB’s Bulletin, subsequent public comments and the Ally consent orders 
strongly suggest that the CFPB and DOJ believe that their analysis can determine 
evidence of disparate impact by comparing average differences on dealer reserve 
between minority and non-Hispanic white consumers, in the absence of explanatory 
factors, competitive factors, or dealer specific factors that might impact the level of 
dealer reserve. The CFPB’s Supervisory Highlights serves to further suggest the 
CFPB believes a disparate impact theory applies to dealer reserve. 

“Findings of disparities in discretionary markup in an indirect auto lender’s 
portfolio typically constitute a pattern or practice of discrimination if the dis¬ 
parities cannot be justified by a ‘legitimate business need that cannot reason¬ 
ably be achieved as well by means that are less disparate in their impact.’” 83 

At a CFPB-sponsored Automotive Finance Forum in November of 2013, senior rep¬ 
resentatives of the CFPB asserted that their analyses have identified circumstances 
where “similarly-situated” minority buyers paid higher dealer reserves. In the Ally 
consent order, the CFPB reported that they were unpersuaded by Ally’s rationale for 
including controls in the analysis, stating that “Respondents failed to provide ade¬ 
quate evidence that additional variables appropriately reflected legitimate business 
needs.” Consequently, with the exception of avoiding any comparison of consumers 
who received subvened interest rates to those who did not receive subvened interest 


83 CFPB Supervisory Highlights, Summer 2014, released September 17, 2014, at 13-14, 
available at: http://files.consumerfinance.gOv/f/201405 cfpb supervisorv-hiahliahts-spring- 
2014.pdf . last accessed October 22, 2014. 
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rates, the disparities reported appear to be raw differences. 84 This implies that all of 
the consumers being compared were ‘similarly situated’ even though no attempt was 
made to ensure that they were similarly situated. 

Perhaps the CFPB’s approach reflects the statutory limits of its authority, whereby it 
has broad supervisory and enforcement authority of financial institutions, but no au¬ 
thority over dealers engaged in indirect financing. 85 Flowever, in its Bulletin, the 
CFPB describes the relevant policy as follows, “...auto lenders have policies that al¬ 
low auto dealers to mark up lender-established buy rates that compensate dealers 
for those markups in the form of reserve...” 86 The CFPB goes on, “Because of the 
incentives these create, and the discretion they permit, there is a significant risk that 
they will result in pricing disparities on the basis of race, national origin and potential¬ 
ly other prohibited bases.” 87 

The CFPB’s description makes clear that an accurate analysis of pricing disparities, 
unlike a traditional disparate impact fair lending test, critically hinges on an assess¬ 
ment of how dealers are exercising the discretion afforded them under these policies. 
Key to their argument is the phrase “the discretion they permit.” This is consistent 
with the DOJ consent orders with Pacifico and Springfield, which recognized that 
numerous economic and business realities at the dealer-level have a causal out¬ 
come on dealer reserves. 

This approach has some parallels in two areas commonly analyzed in the fair lending 
context — underwriting and traditional risk-based pricing. In such analyses, it would 
be common to estimate raw denial rates two or more times higher for some minority 
applicants relative to non-minority applicants. In our experience, this fact alone 
would rarely generate regulatory concern. Further, it is common for these areas to 
involve varying degrees of judgment or discretion, from exceptions to underwriting 
decisions to adjustments to par pricing, and the mere presence of discretion would 
not result in raw disparities becoming the metric of concern. It is understood that dif¬ 
ferences in raw average denial rates generally reflect differences between minority 
and non-minority applicants in average wealth accumulation, income and credit wor¬ 
thiness as measured by commonly used credit scores, down payments and re- 


84 See http://files.consumerfinance.goV/f/201312_cfpb_consent-order_ally.pdf, last ac¬ 
cessed September 8, 2014. 

85 The CFPB has authority with respect to 'buy-here, pay-here” dealers. 

86 CFPB Bulletin 2013-02 at 2. 

87 CFPB Bulletin 2013-02 at 1. 
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serves. 88 It is only after the consideration of these and other relevant and non- 
prohibited explanatory factors that estimated differences on a prohibited basis give 
rise to regulatory concern. Rarely also would fair lending examinations of pricing de¬ 
cisions proceed without control variables needed to reflect similar products and con¬ 
sumers. 

However, this parallel extends only so far. In underwriting and traditional risk-based 
pricing, generally the financial institution alone makes the final decisions, and they 
are generally guided by extensive policies, procedures and practices that govern the 
use of automated models and discretion. In the case of dealer reserve, it is the 
dealer who exercises the discretion in the context of a transaction with multiple pric¬ 
es simultaneously negotiated and where the relevant policies, procedures, practices 
and business realities are primarily those of the dealers. The analysis is further 
complicated because, as discussed above, the dealer commonly has the option to 
assign the contract to one of numerous financial institutions, each with potentially 
different policies governing dealer reserve discretion. Further, financial institutions 
rarely afford dealers unbridled discretion. Rather, dealer reserve is commonly sub¬ 
ject to caps, which frequently vary by term (longer terms, lower caps), credit quality 
(lower credit tiers, lower caps) or specific models and geographies in the context of 
manufacturer-sponsored subvention programs (generally zero dealer reserve). The 
most prevalent caps are 250 bps on terms 60 months or less and 200 bps on terms 
longer than 60 months. 89 ' 90 As average contract lengths have increased, a larger 
share of contracts is subject to the relatively common 200 bps cap. These trends are 
observed in the CRA Contract Data as reported in Appendix I. Additionally, there are 
variations in the complexity of these cap structures. 

The complex, multi-party nature of these transactions among consumers, dealers, 
vehicle manufacturers and multiple financial institutions gives rise to a number of 
challenges to the assessment of dealer discretionary pricing, at either the dealer lev¬ 
el or the financial institution portfolio level. 

Challenges include: 


88 See Squires, Gregory D. and Charts E. Kubrin, 2006, Privileged Places: Race, Residence 
and the Structure of Opportunity, Lynn Rienner Publishers, Inc., Boulder, CO. 

89 Op. Cit., CFPB Supervisory Highlights, 2014. 

99 The settlements reached in the private litigations on dealer reserve established caps that 
differ by length of contract: 250 bps on terms less than 61 months, and 200 bps on terms 
longer than 60 months. 
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• The race, ethnicity and gender of the vehicle buyer(s) are unknown to the fi¬ 
nancial institution and its regulators, as financial institutions are prohibited 
from collecting this information in the automotive finance market. 

• The vehicle purchase transaction includes complex sequential decisions 
made by both the dealer and consumer, which result from the components of 
the vehicle purchase (new, used, trade-in, options, insurance, warranties, 
servicing). Given these complexities and the resultant pricing dynamics, at¬ 
tempts to evaluate the cost of financing in isolation from the prices of other 
products and services accompanying the vehicle purchase, presents many 
challenges and increases the potential for drawing erroneous conclusions. 91 

• Many dealer specific, supply-side, factors impact the dealer’s pricing and 
profitability on the vehicle purchase transactions and thus the amount of 
dealer reserve. While the DOJ has recognized that several of these factors 
may have a direct impact on dealer reserves, these factors are generally un¬ 
known to the financial institution and regulators. 92 

• Many consumer specific, demand-side, factors impact the consumer’s will¬ 
ingness and/or ability to purchase the vehicle and/or associated products and 
services and may also impact the amount of dealer reserve. Here again, the 
DOJ has recognized that several of these factors may have a direct impact 
on dealer reserves; however, these factors are generally unknown to the fi¬ 
nancial institution and regulators. 93 

• Differences in pricing strategies across dealers may, when aggregated to fi¬ 
nancial institution’s portfolio level, create the appearance of differential pricing 
on a prohibited basis when none exists. 

• Finally, given the highly competitive nature of automotive finance, each finan¬ 
cial institution observes the pricing of only a subset of a dealer’s contract 
portfolio, rather than that of the entire dealer portfolio. The assignment of 
contracts is not random, and may reflect the dealer’s desire to maximize re¬ 
serve for a given buy rate, which suggests that conclusions about dealer 
compensation patterns cannot be ascertained from the analysis of the con- 


91 In previous research, the authors have extensively examined this pricing dynamic and 
found that dealers price these transactions, on average, at a level that does not generate net 
profits. See Baines and Courchane, 2014. 

92 See DOJ Consent Orders in Pacifico and Springfield at: 
http://www.iustice.qov/crt/about/hce/documents/pacifico order.pdf . at 4, and 
http://www.justice.gov/crt/about/hce/documents/springfield_order.pdf, at 4, last accessed 
September 8, 2014. 

93 Ibid , DOJ Consent Orders in Pacifico and Springfield 
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tracts assigned to a given individual financial institution but would require fo¬ 
cus on the individual dealers’ full books of business. 

4.4. IDENTIFYING RACE AND ETHNICITY FOR VEHICLE PURCHASES 

Financial institutions generally are prohibited from collecting race/ethnicity 
information in the automotive finance market. Fair lending analysis requires the 
construct of proxies. Proxy methods have been used for non-HMDA reportable loan 
products since the mid-1990s. This includes, but is not limited to home equity loans, 
direct and indirect automotive finance, credit cards, student loans and small business 
loans. In these areas, race, ethnicity and gender proxies are commonly used to 
analyze general fair lending compliance issues related to underwriting of credit 
applications and pricing of the originated products. During this time, regulatory 
authorities and the financial institutions over which they have authority have used 
various methods based on publicly available information from the Census Bureau to 
proxy these attributes. The most commonly used proxy method simply relied on the 
protected class share of population in a Census tract. For example, a majority- 
minority Census tract has a population that is more than 50% minority. 

The use of a proxy necessarily inserts uncertainty into the identification of a 
consumer’s race or ethnicity or gender as all current methodologies depend upon the 
use of probabilistic measures to assign race/ethnicity. The use of Census Bureau 
data to develop race and ethnicity proxies raises a number of questions concerning 
the accuracy of the proxies for consumers with different race/ethnicity indicators, 
potential bias in the measures, and potential mitigations for the biases, if any. Prior 
to addressing those questions, the Census Bureau data metrics are discussed. 

Census Bureau population counts are available by race/ethnicity for specific 
geographies. 94 The Census Bureau reports population counts at various geographic 
levels, which are, from largest to smallest: State, county, tract, block group and 
block. In the 2010 Census there were 73,057 tracts, 217,740 block groups and 
11,078,297 blocks. 95 As such, the average population of a tract was approximately 
4,240, while the average population of a block was just 29. 96 As an example, the 


94 http://www2.census.gov/census_2010, last accessed September 8, 2014. 

95 https://www.census.aov/aeo/maps-data/data/tallies/tractblock.html . last accessed on 
November 13, 2014. 

96 Based on a 2010 total U.S. population of 308.4M and excluding the water only tracts and 
blocks. 
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Census Bureau counts of the 18 and older population (18+) and the associated 
shares for a tract in Washington, DC are presented in Table 3. 97 


Table 3. Population, 18 and Over, Tract 0050.02 - Washington, DC 


llfliill 

in - i§ II - it § 

Race/Ethnicity 


— 

Intra- 

Tract 

Shares 

U.S. 18+ 
Population 
Count 

Share of 
U.S. 

Hispanic 

1,340 

mm 

36,138,485 

9 

African American 

1,008 

mem 

27,327,470 

■Kfiism 

Asian/Pacific Islander 

307 

5.6% 

■ 

0.0026% 

American Indian 

15 

0.3% 

9 

0.0009% 

White 

2,693 

. | EE 


0.0017% 

2+ Races 

109 


1SXBXI9 

0.0034% 

Total 

5,472 

100.0% 

237,004,762 

0.0023% 


Source: Census Bureau 


The 18+ Hispanic population of the tract is 1,340, which represents 24.5% of the 
total tract 18+ population and .0037% of the U.S., Hispanic 18+ population. 

In the past two years, the BISG methodology has been used by the CFPB and DOJ 
to assign race/ethnicity, when unknown. 98 To the geographic population information, 
this methodology adds information on the likelihood of race/ethnicity based on 
surname, using the Census Bureau surname list. This list was tabulated from the 
2000 Census and includes 151,671 surnames that occurred 100 or more times. 99 
For each surname the Census Bureau calculates six mutually exclusive racial and 


97 As used in this document, "African American" includes “Black or African American,” 
“Hispanic" includes “Hispanic or Latino," and “Asian" includes both “Asian" and "Native 
Hawaiian or Other Pacific Islander," as defined by the Office of Management and Budget. 

See Revisions to the Standards for the Classification of Federal Data on Race and Ethnicity 
(October 30, 1997), available at http://www.whitehouse.gov/omb/fedreg_1997standards. Last 
accessed on November 6, 2014. 

98 This methodology was not communicated, as far as can be determined from public 
sources, to any financial institutions before Spring 2013. 

99 In order to protect confidentiality of the race/ethnicity of specific individuals, the Census 
Bureau reports names that occur 100 times or more and do not report cells with 1 - 4 obser¬ 
vations. See “Demographic Aspects of Surnames from Census 2000,” David L. Word, 
Charles D. Coleman, Robert Nunziata and Robert Kominski, available at: 
http://www.census.gov/genealogy/www/data/2000surnames/sumames.pdf, last accessed 
September 8, 2014. 
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ethnic group proportions. These proportions generally sum to 100% for each 
surname. For example, Table 4 reports the Census Bureau race/ethnicity 
proportions for the surname “Johnson." 


Table 4. Race/Ethnicity Probabilities for Surname “Johnson" 

Rac ;/E thnicity 

Share 

Hispanic 

1.5% 

African American 

33.8% 

Asian/Pacific Islander 

0.4% 

American Indian 

0.9% 

White 

61.6% 

2+ Races 

1.8% 

Total 

100.0% 


Source: Census Bureau 

The distribution of names by race/ethnicity probabilities are presented in Chart 5. 
The interpretation of the columns is better understood through examples. 


• 88.2% of the surnames included in the Census Bureau list are reported to 
have African American probabilities less than or equal to 10%. 

• Conversely, 0.08% of the surnames are reported to have African American 
probabilities greater than 90%. 

• 67.8% of the surnames are reported to have non-Hispanic white probabilities 
greater than 90%. 


Chart 5. Distribution of Census Bureau Surnames 1 by 
Race/Ethnicity Probabilities 
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The surname list has not been updated based on 2010 Census results. This means 
that the information does not reflect the degree to which any of these surname 
probabilities have changed over the past 14 years. Given the significant 
demographic changes observed in the last 14 years, the changes could be 
meaningful. 

There are many ways these two data sources can be used, individually or in 
combination, to develop race/ethnicity proxies. In the current regulatory 
environment, various regulatory agencies have suggested approaches they believe 
appropriate for the institutions over which they have authority. The basic question for 
which the data are used is to determine the probabilities that a random person from a 
given tract with a given surname belongs to specific race/ethnicity groups. The 
information must, due to limitations of the data, reflect the general population that is 
18 or older, and not the population of persons who may be interested in automobile 
purchase and financing. To the extent that the purchase and finance decisions are 
not random with respect to race/ethnicity, using these measures may impart 
unknown bias. In the next section, the validity of this assumption is assessed. 

4.4.1. VEHICLE PURCHASES BY RACE/ETHNICITY SHARES 

The race/ethnicity of financed vehicle purchases are not captured or known. 

However there are two well-known consumer surveys that shed some light on this 
question. They are the American Community Survey (ACS) and the Consumer 
Expenditure Survey (CEX). 

The Census Bureau conducts the ACS as a "nationwide survey that collects and 
produces information on demographic, social, economic and housing characteristics 
about our nation’s population every year.” 100 The Census Bureau mails survey 
questionnaires to approximately 295,000 household each month. 101 Policy makers 
and planners at Federal, State and local governments, as well as businesses and 
academics all use the collected data. 

The data collected in ACS include detailed information on vehicle ownership by 
race/ethnicity and geography. Table 5 below reports the level of vehicle ownership 
by race/ethnicity nationally for 2012. A number of important patterns can be 
observed. First, Americans broadly own vehicles - approximately 60% of 


100 American Community Survey Information Guide, U S. Census Bureau, 
http://www.census.gov/acs/www/Downloads/ACS_lnformation_Guide.pdf, last accessed 
September 8, 2014. 

101 Ibid, at 8. 
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households have two or more vehicles, and 1 in 5 households have 3 or more 
vehicles. However there are notable differences by race/ethnicity. Minority 
households are significantly more likely relative to white households not to own any 
vehicle. The ACS reports 11.2%, 19.0% and 10.2% of Hispanic, African American 
and Asian households, respectively, did not own a vehicle during 2012, as compared 
to 6.8% of non-Hispanic white households. At the other end of the continuum, 
Hispanic and Asian households are just about as likely as white households to own 
more than 2 vehicles, while African American households are 38% less likely than 
white households to own more than 2 vehicles. 


Table 5. National Household Vehicle Ownership by Race /Ethnicity - 2012 


Vehicles per Household 

Hispanic 

Black 

Asian 

White | 

ii % of Household with No Vehicle 


19.0% 



i % of Household with 1 Vehicle 


41.6% 



I % of Household with 2 Vehicles 

■ 


KfiEEl 

39.4% 

j % of Household with >2 Vehicles 

HESS 

ebe 

EBE1 

20.4% 


Source: Census Bureau, American Community Survey 


Disaggregation of these results by state, (see Appendix C for state-level vehicle 
ownership by race/ethnicity, 2010-2012) shows that while these general patterns 
observed between minority and white households are consistent, there are wide 
differences in vehicle ownership from state to state. For example, during 2012 in 
New York 49%, 47%, 41% and 19% of Hispanic, Black, Asian and white households, 
respectively, had no vehicle, while in Utah the shares are 5%, 9%, 6% and 4%, 
respectively. These variations are not surprising and likely result from numerous 
factors, including urban/rural mix, availability of public transportation, differences in 
cost of vehicle ownership and other economic factors. This wide variation across 
states suggests a relationship between areas of low vehicle ownership and 
race/ethnicity. 

The ACS survey data do have limitations. A household can own a vehicle, without 
financing the purchase, as occurred for about 41% of all vehicle transactions in 
2013.102 jh e vas t majority of these non-financed vehicle transactions are relatively 
lower-cost used vehicles which may suit a buyer due to the buyer’s own financial 
capacity, use as a non-primary vehicle, use for a young driver, etc. The ACS data do 
not permit the identification of vehicles owned as the result of a financed transaction. 


102 Based on Experian Automotive analysis of vehicle titles from 2013. 1-(({15.9M*.79) 
(42M*.52))/(15.9M + 42M)) 
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Fortunately, the Consumer Expenditure Survey allows us to identify by race/ethnicity 
households that financed vehicle transactions. The CEX data are collected 
quarterly for the Bureau of Labor Statistics (BLS) by the Census Bureau. 103 
According to BLS, “it is used by economic policymakers examining the impact of 
policy changes on economic groups, by the Census Bureau as the source of 
thresholds for the Supplemental Poverty Measure, by businesses and academic 
researchers studying consumer’s spending habits and trends, by other Federal 
agencies, and, perhaps most importantly, to regularly revise the Consumer Price 
Index market basket of goods and services and their relative importance.” 104 


Table 6 below uses CEX data and reports the share of financed vehicle purchases 
by raee/ethnicity, separating new and used transactions for 2010 - 2012. 


Table 6. Household Population Shares Compared to Financed Vehicle 
Purchase Rates by Race/Ethnicity 

Race/Ethnicity 

Household/Purchase 

A';-. A' A .. 

: . 

2011 


African 

American 

All Households 

13.0% 

12.7% 

wm&m 

Financed New Vehicle 

6.0% 

6.0% 


Financed Used Vehicle 

14.4% 

11.5% 

nb&e9 


All Households 

13.7% 

MEM 

gs 

Hispanic 

Asian 

Financed New Vehicle 

11.9% 

'in 


Financed Used Vehicle 

15.6% 

16.0% 

mm 

All Households 

4.8% 

S9XS| 

4.6% 

Financed New Vehicle 

5.7% 



Non-Hispanic 

White 

Financed Used Vehicle 

2.9% 


mi 

All Households 


68.1% 

68.4% 

Financed New Vehicle 

75.3% 

74.2% 

75.6% 

Financed Used Vehicle 

65.1% 

67.8% 

69.7% 


Source: Consumer Expenditure Survey, Q1-2010 to Q1-2013. 


These data reveal an important distinction between new and used transactions. 
African American and Hispanic households appear to finance new vehicles at lower 
rates than their population shares would suggest. These comparisons are made at 
the national level, and CEX data does not allow for comparison within smaller 
geographies, thus we cannot determine from CEX whether these results vary by 
geography. 


103 http://www.bls.gov/cex/, last accessed September 8, 2014. 

104 http://www.bls.gov/cex/, last accessed September 8, 2014. 
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Taken together, the ACS and CEX data suggest that minority groups do not 
purchase or finance vehicles in proportion to their shares of the overall population. 
This appears to be most pronounced with respect to African American and Hispanic 
households and new vehicle transactions. Thus, the use of proxies built upon 
geographic and surname population shares may lead to the overestimation of 
minority probabilities associated with any given vehicle contract, assigning a contract 
to a minority buyer when the buyer is not a minority. In subsequent sections we 
quantify the extent to which this overestimation occurs and discuss the implications. 

4 . 4 . 2 . SPECIFIC PROXY METHODS 

The CFPB advocates the use of BISG as its proxy method of choice, and began 
directing practitioners to a paper by researchers at Rand that analyzes the accuracy 
of BISG. 105 On September 17, 2014, the CFPB released its White Paper assessing 
the accuracy of BISG relative to other proxy methods. We share the CFPB’s view 
that it is critically important to assess BISG’s accuracy and applicability for proxying 
race/ethnicity for consumers making indirect auto finance purchases. However, 
such testing should not be limited to an assessment of BISG’s performance relative 
to surname or geography only proxies. More comprehensive testing is required to 
determine BISG’s objective reliability, and we do so in this section. 

BISG differs substantively from other commonly used proxy methods, and requires 
complex statistical computer coding. It also requires the practitioner to make several 
assumptions, many of which are not described within the Rand article. Among the 
required assumptions that must be made for the proxy method are the following: 

• The geographic level: tract, block group or block. 

• The population: all or 18+. 

• Options for when an address cannot be accurately mapped to the desired 
geographic level. 

• Options for geographies with ‘masked’ population counts. 

• Treatment of surnames that do not appear on the Census Bureau surname 
list - for example, dropping them entirely or assigning population shares. 

• Treatment of hyphenated surnames, such as Pierre-Louis. 

• Treatment of compound surnames, such as De La Torre. 

• Treatment of surnames where the proportions do not sum to 100. 


105 Elliott, Marc N. et al, “Using the Census Bureau’s Surname List to Improve Estimates of 
Race Ethnicity and Associated Disparities," Health Serv Outcomes Res Method (2009) 9:69- 
83. 
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• Assignment of race/ethnicity for contracts with more than one surname (buyer 
and co-buyer) and/or more than one address. 

The CFPB’s White Paper describes its implementation of BISG and was accompa¬ 
nied by programming code that reports many, but not all, of the CFPB's assump¬ 
tions. Appendix D describes the assumptions we made to implement BISG for the 
purposes of this study and Appendix E contrasts them with the CFPB’s assump¬ 
tions. 106 In both implementations, BISG creates a vector of six race/ethnicity prob¬ 
abilities for each surname and address combination - Hispanic, African American, 
Asian/Pacific islander, American Indian, White non-Hispanic, and two or more races. 
The six probabilities sum to 100%, but for technical reasons it is extremely unlikely 
that any single probability will equal 100%. BISG does not use the intra-tract popula¬ 
tion shares. Rather, it uses the share of the U.S. population of each race/ethnicity 
group residing within the tract. For example, combining the Census Bureau data re¬ 
ported above for a Washington, DC tract and the surname ‘Johnson,’ we calculate 
the following BISG vector. 


Table 7. BISG Calculation Example 

Race/Ethnici 




B! 

Prob 



1.5% 

33.8% 

0.4% 

0.9% 

61.6% 

1 . 8 % 

100 . 0 % 


0.0037% 

0.0037% 

0.0026% 

0.0009% 

0.0017% 

0.0034% 


0.0023% 




It is generally the case that all six probabilities will be populated by a number greater 
than zero and less than 100. In those situations where a tract has no members of a 
given race/ethnicity group, the BISG probability associated with that group will be 
zero for all addresses in the tract, regardless of surname. Likewise if none of the 


106 In our collective experience, proxies have generally been calculated with tract-level 
populations, rather than block group or block, and we will use tract-level populations here, 
unless otherwise noted. While beyond the scope of this paper, there is reason to believe 
that proxies based on the smaller geographic areas are subject to relatively larger, non- 
random errors that increase as the time period under review becomes progressively farther 
away from the decennial census. 


Page 52 




















232 


/^T3 A Charles River 
WY\ Associates 


November 19, 2014 American Financial Services Association 


individuals with a given surname belong to a particular race/ethnicity group, the BISG 
probability associated with that group will be zero for all individuals with that 
surname, regardless of the tract in which they reside. 

The above example offers a number of observations. While 61.6% of people with 
the surname Johnson reported to the Census Bureau that they were white, the BISG 
probability associated with white is only 43.2% because a lower share, 0.0017%, of 
the U.S. white population resides in this tract relative to the corresponding African 
American share. This contrasts with the intra-tract white population share of 49.2%. 
The opposite occurs with respect to African American. The BISG probability 
associated with African American is 51.1% despite only 33.8% of people with the 
surname Johnson having self-reported to be African American. This is because a 
relatively higher share, .0037%, of the U.S. African American population resides in 
this tract. 

As illustrated, the BISG methodology takes two separate pieces of information, 
combining them to adjust the probabilities associated with a race/ethnicity group 
beyond what would be expected using either data point individually. This additional 
impact will be referred to as ‘lift.’ In Appendix F we provide tables that report the 
average BISG probabilities observed for various combinations of surname 
probabilities and intra-tract population shares. These tables are based on the BISG 
probabilities in the CRA Contract Data. For example, the average African American 
BISG probability is 83.5%, when the underlying surname probabilities and intra-tract 
shares are between 40-50%. 

Finally, to understand the implications of the testing reported in the next section, it is 
essential to understand how these probabilities are used in fair lending testing. 

There are two primary methodologies used for defining the proxy ~ threshold-based 
methods and continuous methods. 

In threshold-based approaches, a race/ethnicity probability threshold is established, 
for example 75%. All consumers with a categorical probability exceeding the 
threshold are assigned to that group. In this way, consumers (and their contracts) 
can be classified into groups of ‘likely’ African Americans, Hispanics, Asians, non- 
Flispanic whites. Prices and other attributes can then be analyzed across the 
groups. 

In the continuous methodology, contracts are not assigned to a definitive group, but 
rather each consumer is assigned a vector of probabilities and each contract 
contributes to the overall analysis proportionate with these probabilities. An 
example may be illustrative. Let there be 10 contracts from 10 individual buyers. 
Each buyer has been defined the vector of probabilities of 60% white, 20% African 
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American and 20% Hispanic. Under the continuous approach, each contract would 
be weighted 60% white, 20% African American and 20% Hispanic. 

4.4.3. TESTING OF SPECIFIC PROXY METHODS 

To test the accuracy of BISG and other proxy methods, the CFPB utilized a database 
of consumer mortgage transactions reported under the Home Mortgage Disclosure 
Act (HMDA) for which race and ethnicity are self-reported. Utilizing the consumer’s 
surname and addresses, the CFPB calculated BISG probabilities for each mortgage 
application and compared them to the self-reported race/ethnicity. The Rand authors 
used 2006 enrollment data from a large national health plan. Like HMDA, the health 
plan data included self-reported race/ethnicity as well as the address and surname 
information required to calculate BISG probabilities. They compare the estimated 
BISG probabilities to the self-reported race/ethnicity within the health plan data. 

We adopt a similar approach to the CFPB and utilize a proprietary database of 
consumer mortgage transactions reported under HMDA. The CRA HMDA database 
contains approximately 292,000 mortgage applications and 190,000 originations. 
BISG probabilities are calculated for each application and compared to the self- 
reported race/ethnicity. The results discussed below are based on the applicant 
pool, which is more diverse with respect to FICO, income and other observable 
measures, relative to the origination pool. The accuracy metrics for BISG and the 
other proxy methods reported below deteriorate when calculated for the mortgage 
origination pool. 

Table 8 reports the results at 50% and 80% threshold levels. False positives are 
situations where the proxy method suggests a consumer belongs to a group, when in 
fact they have asserted they do not. False negatives include consumers that self- 
report belonging to a particular group, but for whom the proxy method fails to 
categorize them at the given threshold. In essence, we are examining the accuracy 
of the proxy when the proxy suggests a relatively high probability of belonging to a 
specific group, and excluding those applications with relatively lower probabilities of 
belonging to any group. 
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Tabie 8. 

Comparison of Proxy Approaches at Identifyinc 

Race/Ethnicity 








Share of Actual 
Group 


Proxy 

Method 

Race/ 

Ethnicity 

Count of 
Borrow¬ 
ers in 
Group 

Proxy = 
Yes 

Actual = 
Yes 

Proxy 
= Yes 
Actual 
= No 

Proxy = 
No 

Actual = 
Yes 

Correct¬ 
ly Iden¬ 
tified by 
Proxy 

Not 
Identi¬ 
fied by 
Proxy 
(false 
nega¬ 
tives) 

Percent 
Wrong¬ 
ly In¬ 
cluded 
(false 
posi¬ 
tives) 


African Amer¬ 
ican 

23,036 

11,095 

8,592 

11,941 

48.2% 

51.8% 

43.6% 

BISG- 

Hispanic 

22,004 

15,841 

3,554 

6,163 

72.0% 

28.0% 

18.3% 

50% 

Asian 

9,662 

5,761 

1,513 

3,901 

59.6% 

40.4% 

20.8% 


Non-Hispanic 

White 

234,746 

219,447 

21,109 

15,299 

93.5% 

6,5% 

8.8% 


African Amer¬ 
ican 

23,036 

5,567 

1,606 

17,469 

24.2% 

758% 

22.4% 

BISG- 

Hispanic 

22,004 

12,892 

1,964 

9,112 

58.6% 

41 4% 

13.2% 

80% 

Asian 

9,662 

4,857 

806 

4,805 

50.3% 

49.7% 

14 2% 


Non-Hispanic 

White 

234,746 

182,304 

10,759 

52,442 

77.7% 

22.3% 

5.6% 


African Amer¬ 
ican 

23,036 

5,743 

4,516 

17,293 

24.9% 

75.1% 

44.0% 

Tract- 

Hispanic 

22,004 

4,829 

4,327 

17,175 

21.9% 

78.1% 

47.3% 

50% 

Asian 

9,662 

348 

363 

9,314 

3.6% 

96.4% 

51.1% 


Non-Hispanic 

White 

234,746 

215,411 

35,848 

19,335 

91.8% 

8.2% 

14.3% 


African Amer¬ 
ican 

23,036 

2,275 

671 

20,761 

9.9% 

90.1% 

22.8% 

Tract- 

Hispanic 

22,004 

1,723 

575 

20,281 

7,8% 

92.2% 

25.0% 

80% 

Asian 

9,662 

10 

6 

9,652 

0.1% 

99.9% 

37.5% 


Non-Hispanic 

White 

234,746 

134,561 

12,245 

100,185 

57.3% 

42.7% 

8,3% 


African Amer¬ 
ican 

23,036 

2,570 

2,384 

20,466 

11.2% 

88.8% 

48.1% 

Name- 

Hispanic 

22,004 

15,852 

3,799 

6,152 

72.0% 

28.0% 

19.3% 

50% 

Asian 

9,662 

5,531 

1,400 

4,131 

57.2% 

42.8% 

20.2% 


Non-Hispanic 

White 

234,746 

205,789 

26,437 

28,957 

87.7% 

12.3% 

11.4% 


African Amer¬ 
ican 

23,036 

832 

182 

22,204 

3.6% 

96.4% 

17.9% 

Name- 

Hispanic 

22,004 

14,612 

2,965 

7,392 

66.4% 

33.6% 

16.9% 

80% 

Asian 

9,662 

4,726 

805 

4,936 

48.9% 

51.1% 

14.6% 


Non-Hispanic 

White 

234,746 

131,001 

8,323 

103,745 

55.8% 

44.2% 

6.0% 


Source: HMDA augmented with proprietary data 
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A number of important trends are observed. There are clear differences across 
race/ethnicity groups. Geography alone does a poor job of identifying minority 
groups. Even at a 50% threshold only 24.9%, 21.9% and 3.6% of African American, 
Hispanic and Asian applicants, respectively, are correctly identified. Obviously, 
these percentages are even smaller when the threshold is increased to 80%. Name 
alone improves the results with respect to Hispanic and Asian applicants, but 
significantly reduces the share of African American applicants correctly identified. 
Given these poor results, the interest in more sophisticated alternatives is 
understandable. 

The BISG results, however, are mixed. At an 80% threshold, BISG correctly 
identifies 24.2%, 58.6% and 50.3% of African American, Hispanic and Asian 
applicants, respectively, however this implies false negative rates of 75.8%, 41.4% 
and 49.7%, respectively. At this threshold, BISG fails to identify 3 out of 4 African 
American applicants and 4 out of 10 Hispanic applicants. While these rates are 
improved by moving to a 50% threshold, it comes at the expense of large increases 
in the rate of false positives - 43.6%, 18.3% and 20.8%, respectively. More 
intuitively, 4 out of 10 applicants that a BISG 50% threshold proxy identifies as 
African American are, in fact, not African American. 

While we find that BISG-based probabilities may be relatively less inaccurate than 
geography-only and name-only proxy methods, the methodology is characterized by 
objectively high error rates. The CFPB’s results, as reported in their White Paper are 
directionally consistent with these results; however we identified larger error rates. 
For example, the CFPB reported BISG, at an 80% threshold, correctly identified 39% 
of the actual African American consumers, compared to the 24.2% we identify. 107 
These differences highlight just how wide-ranging the error rates can be based on 
alternative populations. 

While we lack information on how the CFPB chose its test population, it is 
significantly less diverse with respect to race and ethnicity than our test population. 
Hispanic and African American applicants represent just 5.8% and 6.2%, 
respectively, of the CFPB’s test population. The corresponding percentages in our 
test population are 7.5% and 7.8%. This may contribute to the CFPB’s relatively 
lower, albeit still high, error rates. 


107 “Using publically available information to proxy for unidentified race and ethnicity A 
methodology and assessment,” CFPB, Summer 2014, released on September 17, 2014. 
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The size of these errors, combined with their potential to impact the estimated 
disparities and the associated alleged consumer harm, warrant further testing not 
performed in the CFPB’s White Paper. Principally, 

• Are the applicants who are identified representative of those that the proxy 
method fails to identify? 

• Does representativeness vary across race/ethnicity group? 

• Are the observed error rates non-random? 

• What implications do these biases and error rates have on the subsequent 
steps in the CFPB’s analytical approach? 

To investigate these questions, we examined the false positive and false negative- 
rates by tract race/ethnicity concentration, FICO ranges, income ranges and low- 
and-moderate income (LMI) tract definitions. 108 The results are presented in 
Appendix G. 

While the patterns vary, the errors are non-random with respect to the four attributes. 
False negative rates are highest in tracts with the lowest shares of the group in 
question. For example, in tracts that are less than 10% African American, BISG at 
an 80% probability threshold fails to identify 98.0% of the actual African American 
applicants in such tracts. The false negative rates decrease as the within-tract share 
increases. 

More problematic are the correlations with FICO, income and LMI status. In the case 
of African American and Hispanic applicants, false positive and negative rates have 
a generally strong positive correlation with FICO, income and LMI status. As FiCO, 
income, and relative income (LMI status) increase, the ability of the BISG approach 
to identify accurately African Americans and Hispanics is diminished, as indicated by 
increased false negative rates. BISG’s predictions become increasingly less 
accurate in identifying African American and Hispanic as FICO scores and incomes 
rise. Hence the African American and Hispanic applications identified under a 
threshold based approach appear not to be representative of the respective 
populations. 

Using the continuous probability methodology of BISG does not improve the 
situation. With this methodology, all of the applications are included, regardless of 
the probability of belonging to a group identified by proxy. The correlations with 
FiCO, income and LMI status remain in a continuous application. Table 9 presents 
the results of an additional simple test. We computed the average of the BISG 


^08 a s defined by Census. 
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probabilities for each race/ethnicity group across all 292,000 applications and the 
actual average share of the application pool that belongs to each group. The B1SG 
methodology estimates that 11% of the applicant pool is African American, while the 
actual share is only 7.8%. This is a 41 % overestimation of the African American 
share of the pool. As this test is a zero-sum-game, BISG must underestimate the 
shares of other groups - in this case, that group is non-Hispanic whites. 


Accuracy of E 

Table 9. 

stimate using a Continuous B1SC 

Methodology 


Actual 

Actual 

BISG 

Average 

BISG 

BISG 

Race/Ethnicity 

Count 

Percent 

Count 

Percent 

Error 

African American 

23,036 

7.8% 

32,415 

11.0% 

40.7% 

Hispanic 

22,004 

7.5% 

22,200 

7.6% 

0.9% 

Asian 

9,662 

3.3% 

10,028 

3.4% 

3.8% 

Non-Hispanic 

White 

234,746 

80.0% 

223,031 

76.0% 

-5.0% 


Source: HMDA augmented with proprietary data 

The CFPB’s results, as reported in their White Paper, are consistent with our results, 
although they found a larger overestimation for Hispanic and Asian consumers, while 
we found larger overestimation for African American consumers. 109 While the 
differences measured in percentage shares between the proxy outcome and the 
actual outcome may appear relatively small, they can represent large differences in 
population counts. For example, we find that BISG probabilities estimate 
approximately 32,415 African American in the test population, compared to the 
actual count of 23,036 African Americans - an overestimation of 41 %. The CFPB 
reported a 21% overestimation of African Americans in their test population as 
shown in Table 10 below, reproduced from the CFPB's White Paper. 


109 “using publically available information to proxy for unidentified race and ethnicity: A 
methodology and assessment," CFPB, Summer 2014, released on September 17, 2014, at 
14, 15, 19, 20, 34, 35 and 36. available at: http://www.consumerfinance.gov/reports/using- 
publicly-available-information-to-proxy-for-unidentified-race-and-ethnicity/, last accessed 
October 19, 2014. 
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Table 10. CFPB: Classification Over Ranges of BISG Proxy 
For Non-Hispanie Black 


Black 

BISG 

Proxy 

Probability 

Range 

Total 
Applications 
_(11 

0-10 

160,733 

10-20 

9,742 

20-30 

4,916 

30-40 

3,101 

40-50 

2,229 


Estimated 
Black (BISG) 
( 2 ) 


Reported 

Black 



1, 407 

1,517 

3,693 

190,435 



Reported 

White 


139,684 

8,403 

3,814 

2,242 

1,408 


241 

200 

157,856 


Reported 

Other 

Minority 


Source: CFPB "Using Publically Available Information to Proxy for Unidentified Race and Ethnicity," 
September 2014 


Hence, BISG applied in either a continuous or threshold method, fails to well identify 
African American, Hispanic and Asian consumers representative of the respective 
populations. 


To test the impact of the non-random random errors and resulting non¬ 
representativeness of the BISG probabilities on the subsequent steps in the CFPB’s 
analytic framework, we conducted a simple test. Using our HMDA test population, 
we regressed the annual percentage rate (APR) on race and ethnicity without any 
other controls 110 (e.g. the same raw regression the CFPB uses in step 2 to measure 
disparities in dealer reserve). 111 We first used actual race and ethnicity as the 
explanatory variables, and we next used the BISG continuous method to proxy race 
and ethnicity in the same manner used by the CFPB. In both cases the exact same 


110 We used HMDA originations, rather than applications, for this test. 

111 Op. Cit., CFPB Supervisory Highlights, 2014 at 10. 


Page 59 





















239 


( l^A‘'Juries River 
V xlYV Associates 


November 19, 2014 


American Financial Services Association 


set of loans are included in the test population. These results are reported in Table 
11 . 


Table 11, Comparison of Estimated Raw APR Disparities using Actual vs 
Proxied Race ! Ethnicity 


Method 

MinMtie . 

# Non- 
Hispanic 
Whites 

Coef. 

(bps) 

P- 

Value 1 


Actual Race / Ethnicity 

12,022 

157,579 

14.1 

MiftMill 


BISG Proportional 

19,072 

148,247 

26.4 

0.000 1 

m j 

Actual Race / Ethnicity 




THWi’l 1 

BISG Proportional 

*71 



0.000 


Actual Race / Ethnicity 

6,405 

157,579 

-5.2 

0.000 

BISG Proportional 

6,848 

148,247 

-7.3 

0.000 II 


Source: HMDA augmented with proprietary data 

When we use actual race and ethnicity to measure the raw APR disparity, we find raw 
disparities of 14.1 and 19.0 bps for African American and Hispanic mortgage borrowers, 
respectively. 112 However, when we use BISG proxies for race and ethnicity, we 
measure raw disparities of 26.4 and 29.7 bps, respectively. As a result of using biased 
proxy probabilities, the observed disparities are inflated by 87% and 57% for African 
American and Hispanic, respectively. Using HMDA data, we find that the biases 
and error rates inherent in the proxies used in step 1 of the CFPB’s analytical 
approach, may lead to significant overestimation of disparities in step 2. 

The biases measured using HMDA data are complex, but reflect lower rates of home 
ownership among Hispanic, African American, and Asian households relative to 
white non-Hispanic households. As discussed above, vehicle ownership also varies 
by race and ethnicity, with minorities significantly less likely to purchase, finance and 
own vehicles relative to non-minorities. 

These biases and errors observed in step 1 and 2 of the CFPB’s analytical 
framework have significant implications on the subsequent steps. They result in an 
overestimation of the CFPB’s quantification of consumer harm (e.g. step 3). The 
CPFB calculates two types of consumer harm - direct and indirect. 113 To quantify 


112 yy e wouiq expect an APR model with no controls to measure some level of 
disadvantageous disparity with respect to race/ethnicity due to differing distributions of credit 
scores, 

113 Op. Cit., CFPB Supervisory Highlights, 2014 at 4. 
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direct harm, the CFPB applies the estimated disparities identified in step 2, 
measured in bps, to each contract in the portfolio and computes the dollar equivalent 
value, assuming that no contracts pay off before term. 114 Thus every contract in the 
portfolio contributes some amount to the quantified harm, weighted by the relevant 
BISG probabilities and summed across the entire portfolio. Thus, if the number of 
minorities implied by the proxy method in step 1 is overstated (for example by the 
41% we observed above) the quantification of harm will be overstated by a similar 
magnitude. Additionally, if the disparities estimated in step 2 are overstated (for 
example, by the 87% and 57% overstatements we observed above), the direct harm 
will be overstated by a similar magnitude - and completely incremental to the 
overstatement resulting from the proxy method implying more minorities than actually 
exist in the portfolio. The CFPB calculates indirect harm by assigning a fixed dollar 
amount (e g. $150) per allegedly harmed consumer. Hence, an overestimation of 
the number of allegedly harmed consumers by 41 % results in an overestimation of 
indirect harm by approximately the same magnitude as both use 41% more 
protected class consumers. 

The CFPB has not noted any corrections made for these overestimations, yet the 
Supervisory Highlights report that “Examination and enforcement teams have 
already reached resolutions with several supervised institutions that will collectively 
pay about $136 million to provide redress for up to 425,000 consumers...” 115 The 
Ally consent order is more explicit, reporting that approximately 100,000 African 
American consumers, 125,000 Hispanic consumers and 10,000 Asian consumers 
paid higher markups than the average of similarly situated non-Hispanic white 
markup. 116 

In the context of the automotive finance market, we calculated BISG probabilities for 
each of the 8.2 million consumers in the CRA Contract Data. A continuous-method 
application of BISG predicts 1,005,410 African American consumers. This BISG 
method cannot, however, identify which contracts the CFPB determine to be African 
American consumers. In fact, even though nearly 6 million of the contracts in our 
database have BISG African American probabilities of less than 10%, BISG, as 
applied by the CFPB, would suggest that 92,636 of these low probability contracts 
are associated with African American consumers. Chart 6 shows the counts of 
BISG- implied African American consumers by probability deciles. BISG applied in 


114 The CFPB has considered adjusting this for contracts paying off before term. 

115 Ibid. 

116 http://files.consumerfinance.g 0 v/f/ 2 OI 312_cfpb_consent-order_0010.pdf 
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this manner is analogous to taking 6 million part-time workers and suggesting that 
they are equivalent to 92,000 full-time equivalents (FTEs). 


One can observe these same phenomena in Tables 5 and 9-12 in the CFPB’s White 
Paper, For example, in the CFPB’s White Paper Table 10, reproduced above, the 
CFPB used a continuous BISG method to estimate 1,859 African American 
consumers exist in the group of 160,733 applicants. However, BISG provides no 
ability to identify which of the 160,733 are the theoretical 1,859 African American 
consumers. All 160,733 applications would be included in the CFPB’s analysis and 
all would be given an African American weighting less than 10%, including the 1,466 
consumers who are in fact African American. A similar pattern, less pronounced, is 
observed with respect to BiSG-implied Hispanic and Asian consumers as reported 
by either the CFPB or in our results. 


Chart 6. 

Count of African American Consumers Implied by Application of 
BISG Continuous Method, by the probability deciles 



*096- 10% 

* 10 % - 20 % 

■ 20%-30% 
*30%-40% 
*40%-50% 

■ 50% - 60% 

■ 60%-70% 
« 70%-80% 
H 80% - 90% 
* 90% -100% 


Count of African American Consumers Implied by Application of BISG Continuous Method = 1,005,410 


BISG applied in this manner provides essentially no useful information for the 
purpose of identifying and remunerating allegedly harmed consumers (e,g. step 4). 
Not only does this application dramatically overestimate the number of harmed 
consumers (and the alleged harm), but it also provides no ability to identify which 
contracts are associated with the allegedly harmed consumers. For example, as we 
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saw in Table 8 above, even among consumers with a greater than 80% probability of 
being African American, 22,4% of these consumers are in fact not African American. 
BISG has limited ability to differentiate the actual African Americans from the false 
positives implied by BISG. 

To summarize, the methods commonly used by regulators to proxy race and 
ethnicity, including the recently applied BISG method, are conceptually flawed in 
their application. So while BISG may be relatively less inaccurate than proxies 
based on geography or surname alone, BISG remains subject to significant biases. 
The CFPB’s use of biased race and ethnicity proxies creates significant 
measurement errors in the subsequent steps of its analytic framework, which likely 
result in dramatically overstated disparities, alleged harm and minority consumers. 

4.5, MEASUREMENT OF DEALER RESERVE 

Once the race/ethnicity determination is made, regulators may focus on various as¬ 
pects of the consumer transaction. One generating much attention has been the 
measurement of disparities, if any, between the amounts of dealer reserve on minori¬ 
ty compared to non-minority vehicle purchase contracts. The value of dealer re¬ 
serves generally is measured either in bps, representing a share of the contract rate, 
or in dollars, or in dollars as a percent of the amount financed, etc. Additionally, it 
can be measured on either a gross or net basis, where gross is based on the term at 
origination and net is based on the actual term reflecting prepayment behavior. In 
our experience, the empirical results are sensitive to the units of measurement of 
dealer reserve. This sensitivity is consistent with economic theory as well as factors 
specific to automotive finance. 

From the consumer’s perspective, the contract rate, which includes any dealer re¬ 
serve, measured in bps, is an important consideration, disclosed in the origination 
documentation. As well, a consumer’s ultimate finance charges, also disclosed, are 
a function of the amount financed and term, not simply the contract rate. Everything 
else equal, 130 bps of dealer reserve on a $17,974 contract is significantly less than 
the same reserve on a $27,430 contract. 117 Additionally, a consumer’s sensitivity to 
the level of the contract rate and dealer reserve reflects numerous factors specific to 
the consumer including their expectations regarding prepayment and their ability to 
negotiate. While some vehicle contracts run full term, a large share of contracts may 


117 These dollar amounts reflect the average amount financed on used and new vehicles, 
respectively, during Q4 2013, Source: Experian Automotive as published in the Automotive 
News F&l report, March 19, 2014. 
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pay off early. As a result, consumers pay, on average, the expected value of the to¬ 
tal finance charge rather than the gross amount of finance charges. 

Consistent with the actual consumer payment, the dealer receives the expected val¬ 
ue of the dealer reserve, not the gross amount. This amount is paid to the dealer in 
dollars, not bps. This dynamic may be further complicated if a given financial institu¬ 
tion allows each dealer from which it purchases contracts several alternatives for the 
calculation of the expected value of the dealer reserve. Hence, 130 bps of gross 
dealer reserve does not yield the same dollar-denominated payment to every dealer 
from whom the financial institution purchases such a contract, even if the amount 
financed and contract length are identical. 

As the dealer considers its various revenues associated with a particular vehicle 
sale, it measures the value of the options in dollars. The implications of this are ob¬ 
servable in the data. We observe negative correlations between the dealer reserve 
measured in bps and the amount financed. These patterns are generally observed 
within each race/ethnicity group. Additionally, the dealer may trade off the expected 
value of the dealer reserve with the available level of flat fees offered by various fi¬ 
nance institutions if no dealer reserve is present (e.g. for those contracts for which 
the contract rate equals the buy rate). The flat fees have commonly ranged from $0 
to $250 or $300. More recently, some financial institutions have been experimenting 
with various forms of alternative flat compensation structures, such as 1% or 2% of 
the amount financed. Consequently, it is uncommon to see dealer reserves that 
equate to less than the available flat compensation amount. 

Some of these patterns can be tested with the CRA Contract Data. In Appendix I we 
see dealer reserves in bps are larger on used transactions relative to new, but lower 
when measured in dollars. 

4.6. COMPLEXITY OF THE TRANSACTION 

The nature and structure of vehicle purchase transactions differs substantially from 
other forms of consumer finance, A thorough understanding of these differences is 
critical if one is to analyze and compare pricing outcomes accurately across various 
buyer segments. 

The dealer and consumer face a complex set of contingent possibilities, costs, pref¬ 
erences and incentives as they attempt to reach mutually agreeable terms on a vehi¬ 
cle purchase. Attempts to evaluate dealer compensation, in isolation from these fac¬ 
tors, may lead to erroneous conclusions. Some of these factors are common in data 
collected by financial institutions, including: 
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* Certain transaction specific attributes: new vs. used, age of a used vehicle, 
the presence and price of certain F&i products, presence and value of a 
trade-in, the make and model of the vehicle, the presence of a manufacturer- 
sponsored cash rebate used in the down payment, term of the contract, loan- 
to-value, debt-to-income, payment-to-income ratios, and the applicable cap 
on dealer reserve. 

* Certain dealer-specific attributes: terms of the agreement between dealer and 
financial institution such as the dealer-reserve payment plan the dealer oper¬ 
ates under, whether the dealer has a floor-plan arrangement or other borrow¬ 
ing relationships with the financial institution, and the State-level regulatory 
requirements applicable to the dealer. 

• Certain consumer-specific attributes generally used in the underwriting pro¬ 
cess such as income, credit scores, time at residence, and the presence of 
an existing monthly auto payment. 

The data demonstrate strong correlations between race/ethnicity and many of these 
factors. The CRA Contracts database demonstrates the following with respect to 
minorities: 

« Disproportionate representation in the used vehicle segment. 

• Longer original contract terms on average. 

• Different choices with respect to the options afforded under manufacturer 
sponsored subvention programs. 

The entire range of the contingent possibilities, costs, preferences and incentives are 
simply unknown to the financial institution, regulators and the fair lending analyst. In 
the next two sections we will discuss some of these unknown factors, 

4.6.1, UNKNOWN CONSUMER-SPECIFIC FACTORS 

As one attempts to analyze the pricing outcomes that resulted from the negotiation of 
a complex set of contingent possibilities, costs, preferences and incentives to reach 
mutually agreeable terms on a vehicle purchase, a significant information gap exists 
with respect to the vehicle purchaser’s motivations. Unknown demand-side factors 
potentially impacting the consumer's negotiation of prices in the transaction include: 

» Timing on the need to finalize the vehicle purchase. 

» Ownership of another vehicle. 

* Number of accessible dealers. 

* Ability to shop across multiple dealers and direct lenders. 

• Internet access. 
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• Amount of research engaged in prior to arriving at the dealer - prices, rates, 
financial institutions and other relevant information. 

» Flexibility with respect to make, model, color, and other options. 

* Servicing at the dealer from whom they purchase the vehicle. 

* Planned length of ownership. 

• Intent to prepay contract. 

The answers to these questions impact the prices the consumer will pay at the deal¬ 
ership. In the Pacifico and Springfield consent orders, the DOJ recognized that sev¬ 
eral factors, such as access to a more competitive rate, may have a direct impact on 
dealer reserves. Not only are these important factors, but they may vary by prohibit¬ 
ed basis. Unlike a well-designed randomized controlled trial for which statistical 
sampling methods are used to increase the likelihood that such factors are randomly 
distributed across both the treatment and non-treatment groups and thus held con¬ 
stant, we have no such experiment that can be conducted with respect to vehicle 
purchases. 

Limited academic research has been done on these questions with respect to race 
and ethnicity, but one finding of the studies is that women and minority vehicle buy¬ 
ers obtain greater benefit from internet access as compared to men and non- 
Hispanic white vehicle buyers. 118 The results of research prior to the internet-age, 
which found that dealers quoted lower prices to white males relative to black and fe¬ 
male test buyers using identical scripted bargaining strategies, is consistent with the 
value of such access to women and minorities. 119 Certainly, the Census Bureaus’ 
statistics on internet access confirm a “digital divide" in which African American, His¬ 
panic and age-65+ consumers are significantly less likely to use the internet, relative 
to non-Hispanic white and under 65 consumers. 120 

The statistics cited in previous sections confirm that vehicle ownership patterns vary 
considerably by race/ethnicity - resulting in certain minority groups being less likely 
to have an existing vehicle while searching for a replacement or additional vehicle. 
While there are clear differences among groups in the average contract length at 


118 Florian Zettelmeyer, Fiona Scott Morton, Jorge Silva-Risso, “How the Internet Lowers 
Prices: Evidence from Matched Survey and Automobile Transaction Data,” Journal of 
Marketing Research, Vol XLIII (May 2006), 168-181. 

11 ®Fiona Scott Morton, Florian Zettelmeyer, Jorge Silva-Risso, “Consumer Information and 
Discrimination: Does the Internet Affect the Pricing of New Cars to Women and Minorities?," 
Quantitative Marketing and Economics, 1, 65-92, 2003. 

12 ® http://www.census.gov/hhes/computer/files/2012/Computer_Use_lnfographic_FINAL.pdf 
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origination, it is difficult to infer whether this suggests different expectations regarding 
expected length of ownership or early payoff. 

The observed differences among minority and non-minority buyers with respect to 
manufacturer-sponsored customer incentives offer some limited insights. Such 
manufacturer programs are commonly structured as a consumer choice between 
cash back at purchase (e.g. $1,000) or a subvented contract rate (e.g. 0.9%). Our 
database suggests that minorities, relative to non-minorities, disproportionately 
choose the subvented contract rate. These programs nearly always prohibit the 
dealer from adding dealer reserve and require the contract to be assigned to the fi¬ 
nancial institution serving as the manufacturer captive. Such programs may repre¬ 
sent a valuable option for consumers with greater sensitivity to the interest rate. 
Non-minorities disproportionately choose the cash back, suggesting potentially less 
sensitivity to the contract rate and a higher expectation of early payoff. These pat¬ 
terns should be viewed cautiously. Frequently such programs are offered on only 
selected vehicles and geographies, which may impact the observed patterns. Addi¬ 
tionally, the patterns may change over time and across manufacturers. During the 
time periods analyzed in the private litigation on dealer reserve, it was not uncom¬ 
mon to observe minorities disproportionately choosing the cash rebate option. Giv¬ 
en that the cash-rebate is commonly credited towards the down payment, this option 
can be helpful to consumers with relatively less savings upon which to draw. 

Finally, we do not observe the dealer reserves on transactions that did not consum¬ 
mate in a sale. This could be the result of the buyer deciding to arrange their own 
financing or purchase from an alternative dealer, unwillingness of the consumer to 
accept the transaction terms presented by the dealer, or the inability of the dealer to 
identify a financial institution willing to purchase the contract. We do not observe 
transactions that were approved by the financial institution but assigned by the deal¬ 
er to an alternative institution. Such observations would convey useful insights re¬ 
garding the dealers and consumer's preferences, options and constraints. 

In the automotive finance market we have unobservable customer-specific factors 
that have a causal impact on observed prices and correlation with prohibited basis. 

4.6,2, UNKNOWN DEALER-SPECIFIC FACTORS 

A similar information gap exists with respect to important dealer-specific factors. The 
dealer reserves charged by dealers cannot be fully understood without a thorough 
understanding of the dealer business model. The CFPB has consistently recognized 
that dealers deserve compensation for arranging consumers’ financing. In its March 
2013 Bulletin, the CFPB said “Dealer reserve is one method lenders use to compen- 
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sate dealers for the value they add by originating loans and finding financing 
sources.” 121 How dealers operate, the interrelated nature of the products they offer, 
their cost structures, and the competitive environment impact the pricing policies and 
practices that govern what dealers charge for products and services. Unknown sup- 
ply-side factors include: 

• Dealer pricing policies and dealer reserve policies. 

o Example: has the dealer implemented NADA’s suggested Fair Lend¬ 
ing program. 122 

• Cost structure and expected departmental profitability targets. 

• How often do they spot deliver the vehicle. 

• Pull-through rate. 123 

• Back-end coverage ratio. 124 

• Number of relationships with indirect financial institutions. 

• Assessment of the consumers’ potential to prepay early. 

• Vehicle inventory levels. 

• Inventory carrying costs. 

• Presence of manufacturer-sponsored dealer incentives. 

• Financial strength and stability. 

« Ratio of new/used vehicle sales. 

• Dependence upon repeat buyers. 

» Proximity to other dealers. 

While some of these factors can be held constant over all consumers at a given 
dealer, others cannot. For example, a dealer implementing NADA’s fair credit com¬ 
pliance program may deviate downward the dealer reserve it charges a given con¬ 
sumer based on a specific set of criteria - the same set of criteria established in the 
previously discussed DOJ consent orders with Pacifico and Springfield. While these 
criteria have a causal impact on observed dealer reserves, their presence is un- 


12-1 CFPB Bulletin 2013-02 at 1. 

122 NADA Fair Credit Compliance Policy & Program, 2014, currently available at 
http://www.nada.org/NR/rdonlyres/316F7BE3-499B-4A54-B56A- 
EFDF8414B04B/0/NADA_Fair_Credit_CompliancePoljcy_Program.pdf. 

123 Pull-through rate is defined as the rate at which applications submitted by the dealer to 
various financial institutions are converted into actual contracts. Pull-through is distinct from 
the conversion rate, which is defined as the rate at which the dealer converts consumers "in 
the door” of the dealer into a vehicle purchase. 

124 Back-end coverage ratios measure the share of a dealers fixed costs that are covered by 
profitability from its service and parts departments. 
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known to the financial institution, regulators and the fair lending analyst, and this re¬ 
sults in variation across transactions within the dealer. Several examples follow. 

Early prepayment rates are significantly higher among super-prime (760+ FICO) 
consumers and dealers understand their historical early prepayment rates. During 
this period, the dealer has direct risk to the dealer reserve, as the entire amount is 
generally subject to rebate for the first 90-180 days in the event the contract does not 
perform or prepays during that period. Hence, dealers are less inclined to charge 
dealer reserves as their assessment of early prepayment risk increases. As we have 
seen previously, FICO is correlated with race/ethnicity and errors in BISG proxies. 

As noted earlier, the financial institution does not know if the vehicle was spot deliv¬ 
ered, with the contract rate established prior to the financial institution reviewing the 
credit application and underwriting the application. A strict reading of the GFPB's 
Supervisory Highlights might suggest that spot deliveries be excluded from monitor¬ 
ing analysis. 

“The Supervisory focus on indirect auto lending, however, has been primarily 
concerned with the fair lending risk created by lenders’ policies that compen¬ 
sate dealers by allowing them the discretion to mark up each consumer’s in¬ 
terest rate after the lender has already underwritten the consumer’s loan ap¬ 
plication and generated a risk-based price.” 125 

Vehicle inventory levels vary daily, weekly and seasonally based on a complex inter¬ 
play of market demand and wholesale production and availability. The dealer may 
be considerably more willing to agree to lower transaction prices (including dealer 
reserve) on a vehicle that has been in inventory for some time as compared to a ve¬ 
hicle in higher-demand with more limited inventories. The DOJ has recognized that 
inventory considerations legitimately may have a direct impact on dealer reserves. 

The presence of manufacturer-sponsored dealer incentives creates a similar supply- 
side dynamic. Dealer incentive payments averaged $300 per vehicle in 2013 ac¬ 
cording to NADA and can be considerably larger. They are commonly structured by 
the manufacturer as a hurdle - sell the required number of vehicles in the allotted 
time period and collect the per vehicle payment on all vehicles, or miss the hurdle 
and collect no incentive payments. The expected value of the dealer incentive in¬ 
creases dramatically as the dealer approaches the sales threshold, and thus may be 
willing to accept considerably lower pricing on the last couple of vehicles prior to the 


125 Op. Cit., CFPB Supervisory Highlights, 2014 at 5-6. 
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hurdle. 126 Because these are commonly model or even trim specific, they may have 
little impact on transactions for other models/trims within the same dealer. Finally, 
while it may be tempting to think of manufacturer-incentives (both dealer and cos¬ 
tumer) as relevant only to the market for new vehicles, that would be incorrect. Both 
incentives effectively reduce the price differential between new and used vehicles. 
When combined with the lower financing rates available on new vehicles, relative to 
used vehicles, the price differential is further reduced and potential used vehicle 
buyers may become new vehicle buyers. 

in the automotive finance market, unobservable dealer-specific factors have a causal 
impact on observed prices and may be correlated with prohibited basis status, but 
this is not testable directly with available data. 

The supply-side factors, such as cost structure, that are held constant across con¬ 
sumers at a given dealer, create a different challenge when attempting to understand 
observed difference across dealers at the portfolio-level. We examine these chal¬ 
lenges in the next section. 

4.7. PRICING DIFFERENCES ACROSS DEALERS 

Pricing differences across dealers may create the appearance of disadvantageous 
pricing when aggregated to the financial institution’s portfolio. 

The CFPB has clearly mandated portfolio-level analysis. While the CFPB’s March 
2013 Bulletin says, “...indirect auto lenders that retain dealer markup and compensa¬ 
tion policies way wish (emphasis added) to address the fair lending risks of such 
policies by... .conducting regular analyses of both dealer-specific and portfolio-wide 
loan pricing for potential disparities on a prohibited basis resulting from dealer 
markup...” 127 , their public statements have been more forceful. The CFPB/DOJ 
consent order with Ally requires both dealer-level and portfolio-level monitoring. 128 

A fundamental challenge of portfolio-level analysis is the aggregation of contracts 
sourced from dealers with different operating models, cost structures, pricing poli¬ 
cies, competitive landscapes and regulatory structures. These differences reflect the 
myriad of the dealer-specific attributes outlined in the previous section. As such, 


126 Meghan Busse, Florian Zettelmeyer, Jorge Silva-Risso, “$1000 Cash Back: Asymmetric 
information in Auto Manufacturer Promotions," NBER working paper series, Working Paper 
10887 bttp://www. nber.org/papers/wl 0887 

127 CFPB Bulletin, 2013-02 at 4-5. 

128 http://files.consumerfinance.gOv/f/201312_cfpb_consent-order_0010.pdf 


Page 70 



250 


(K\ 


November 19, 2014 


American Financial Services Association 


even if each dealer sets prices in a manner that is neutral with respect to race and 
ethnicity, differences in the relative proportion of consumer market segments served 
by each group can result in the appearance of pricing disparities on a prohibited ba¬ 
sis when the contracts from different dealers are aggregated to the financial institu¬ 
tion’s portfolio level. 

Consider an example for which the financial institution’s portfolio consists exclusively 
of contracts originated by two dealers. Both dealers have implemented the NADA 
Fair Credit Compliance Policy and Program and originate the identical number of 
contracts. The first dealer established its standard dealer reserve at 200 bps, while 
the second dealer established its standard dealer reserve at 150 bps. Neither dealer 
ever deviates downward from these standard amounts. Further, assume that the 
first dealer is In a higher-cost urban area and serves proportionately more African 
American consumers, while the second dealer is located in a lower-cost suburban 
area and serves proportionately fewer African American consumers. When portfolio 
level analysis is performed using the CFPB’s methods, a statistically significant dis¬ 
advantageous disparity will be observed, when in fact, there is no pricing disparity at 
either dealer individually and the dealer reserve differentials reflect the cost differen¬ 
tials faced by the dealers. The observed portfolio-level disparity is simply the result 
of aggregating across dealers with different pricing structures. 

4.8. OBSERVABILITY OF DEALER CONTRACTS 

Only a portion of dealer contracts are observable to a given financial institution. In 
this highly competitive market, dealers have relationships with numerous financial 
institutions. The aggregate numbers are illuminating: during 2013 there were ap¬ 
proximately 34 million financed vehicle sales, originated at more than 55,000 dealers 
(franchised and independent), and financed by more than 65,000 financial institu¬ 
tions. We saw earlier how often dealers assign contracts to more than 50 different 
financial institutions. The economic, business and technology factors underpinning 
this phenomenon were explained earlier, but it has important implications on the 
analysis of observed pricing. The assignment of contracts is not random, and any 
given financial institution purchases a relatively small share of the contracts originat¬ 
ed by each dealer. The financial institution cannot assess the application of dealer 
discretion with respect to dealer reserve and ECOA in a holistic manner. 

Assessing the contracts the financial institution purchased from a given dealer is also 
challenging. Larger financial institutions purchase contracts from thousands of deal¬ 
ers, and it is not uncommon for medium-sized financial institutions to have relation¬ 
ships with well more than a thousand dealers. However, only a handful of dealers 
will be associated with more than a couple hundred contracts in the financial institu- 
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tion’s portfolio. Given the issues with proxies, transaction complexity, and consumer- 
and deal-specific attributes, low contract volumes make the analysis of observed 
dealer reserves within a dealer subject to significant measurement error. In our ex¬ 
perience dealer-level analysis, without sufficient volume thresholds, results in ‘chas¬ 
ing randomness.' 

In its September 2014 Supervisory Highlights, the CFPB acknowledged the chal¬ 
lenge of measuring for disparate impact with low volume dealers, but stopped short 
of providing guidance as to specific contract volumes that it considers sufficient to 
enable meaningful dealer-level monitoring, 129 We note that the CFPB, in the same 
discussion, explicitly ruled out the exclusion of low volume dealers from portfolio- 
level monitoring. We hasten to point out the contradiction. If a dealer has too few 
contracts for meaningful comparison of prices charged to different groups, it is un¬ 
clear why those contracts would be included in an aggregation exercise. Consider 
an example where no contracts from a dealer have an African American BISG prob¬ 
ability greater than 80%, or even 50%. Including the contracts from this dealer does 
not add to the identification of potential disparities. Given the significant errors in 
proxy, combined with the complexity of these transaction and the unknown factors, 
the inclusion of such dealers in a portfolio-level analysis is specious. 

5. OBSERVED PRICES IN THE CURRENT MARKET 

In this section we analyze the prices observed in the automotive finance market dur¬ 
ing 2012 and 2013. We utilize the CRA Contract Data described in Section 4. The 
database includes both standard and subvented retail installment contracts and does 
not include vehicle leases. We estimate that it includes more than 30% and 10% of 
all financed new and used, respectively, vehicle purchases during the period. De¬ 
scriptive statistics of the CRA Contract Data are provided in Appendix I, separately 
for new and used transactions, including and excluding subvented contracts. Con¬ 
sistent with the discussion above regarding the complexity, competitiveness and in¬ 
terconnectedness of the automotive retail and finance markets, we will analyze both 
transaction prices and financing prices. 

We have previously studied transaction prices in the retail automotive market over a 
ten year period, utilizing financial data from five large, publically traded dealership 
groups. 130 This research found that franchised dealers priced the sale and financing 
of new and used vehicles, on average, at levels that are not sufficient to cover their 


129 0 p. Cit., CFPB Supervisory Highlights, 2014, at 20. 
130 Op. Cit, Baines and Courchane, 2013. 
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costs, much less generate a profit and pay a return on invested capital. 131 During the 
period analyzed (2002-2011), all, or nearly all, dealer net profits came from the 
servicing of vehicles after the sale. From the customer’s perspective, the cost of 
purchasing and financing a vehicle is apparently being subsidized by future repair 
and maintenance costs (even though using the dealer for both functions is not 
required) in an interesting twist on the old expression “buy now, pay later.” 

These analyses established that dealers are, on average, pricing vehicles at a level 
that does not generate net profits, even after one includes the significant incentives 
paid to franchised dealers by the manufacturers. While the F&l department 
(including dealer reserve) generates a positive net profit, it is not large enough to 
offset the net losses generated by the pricing of new and used vehicles. Of course 
the facts and circumstances of each individual transaction, as well as the dealers' 
overall volume of sales, will impact the profitability of the various departments 
involved in the transaction. Nonetheless, the sale and financing of new and used 
vehicles reflect the dealers’ inability, on average, to extract excessive profits. 

As we indicated at the time, we observed only average prices, not the range of prices 
paid by consumers. Therefore, we could not examine transaction prices with respect 
to a prohibited basis. Nonetheless, these findings are consistent with the observed 
market practice that dealers and consumers are purchasing and pricing multiple 
products and services in one transaction. These pricing dynamics provide a useful 
frame of reference as we attempt to evaluate the price of financing and draw 
accurate conclusions. 

5.1. OBSERVED CONTRACT RATES AND BUY RATES 

We observe average dealer reserves of 66 bps and 117 bps on new and used vehi¬ 
cle transactions, respectively, when subvented contracts are included. 132 Chart 7 
reports the distribution of observed dealer reserves across the entire CRA Contract 
Data. 


131 We analyzed net profit, rather than gross profit which fails to consider the majority of 
dealer costs. 

133 with only minor exceptions, dealers are not granted discretion to charge a dealer reserve 
on a subvented contract. Commonly, the dealer is paid a flat dollar amount as part of the 
manufacturer-sponsored incentive program. 
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Chart 7. Distribution of Dealer Reserve 
CRA Contract Data 


■ Subvented 
m 0 BPS 
18 1 - 50 BPS 
m 51 -100 BPS 
m 101 - 150 BPS 
rn 151 - 200 BPS 
m 201 - 250 BPS 
rn 251 - 300 BPS 


Based on CRA Contract Database of 8.2 million contracts, including subvented 


Consistent with the earlier discussion regarding common caps on dealer reserve, 
99% of transactions had dealer reserves equal to or less than 250 bps. Approxi¬ 
mately 46% of all transactions had no dealer reserve (e.g. 'par' contracts). When 
subvented contracts are excluded, the observed dealer reserve are 110 bps and 132 
bps on new and used, respectively, vehicle transactions, and approximately 23% of 
the transactions have no dealer reserve (see Appendix I). From this point on, we 
have excluded the subvented contracts from the analysis/discussion, as the dealer 
generally does not have discretion to charge a dealer reserve on such contracts. 

These averages (excluding subvented contract) equate to about $14 and $12 on the 
average monthly payments for new and used transactions, respectively. These 
amounts are consistent with the data reported by the publically-traded auto groups. 
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These rates, however, are significantly lower than those reported by selected con¬ 
sumer advocacy groups. 133 

To understand how dealers establish financing rates, we first analyzed the relation¬ 
ship between buy rates, contract rates and the implied dealer reserve. Consistent 
with standard risk-based pricing, buy rates are commonly a direct function of a num¬ 
ber of factors, and while they may vary from one financial institution to the next, they 
almost always include the following: 

* FICO/Custom Scores - higher scores, lower rates. 

* New transactions have lower rates relative to used transactions. 

• Older used vehicles have higher rates relative to newer used vehicles. 

• Longer terms have higher rates relative to shorter terms. 

As one would expect, we found buy rates and contract rates followed these patterns 
in aggregate regardless of race/ethnicity. Some commentators have noted that 
dealer reserves, expressed in bps, increase as creditworthiness declines, and we 
observe this pattern in the CRA Contract Data. These patterns are readily observa¬ 
ble in the descriptive statistics reported in Appendix I. 

These general trends obscure some interesting relationships among buy rate, con¬ 
tract rate and dealer reserve. When we hold constant risk, as measured by FICO, 
new/used and term, we observe wide ranges of buy rates (and contract rates) within 
every risk bucket. 134 Further the amount of dealer reserve appears not be random 
within each bucket. Within most non-prime and subprime risk buckets, dealer re¬ 
serves decline as the buy rates increase. Consumers with the highest dealer re¬ 
serves are observed to have among the lowest buy rates and contract rates. It is 
consistent with the dealer’s ability and incentive to search multiple financial institu¬ 
tions for the lowest buy rate available on any given contract. In these credit tranch¬ 
es, dealers are increasing their dealer reserves by sourcing lower buy rates. Not¬ 
withstanding the higher dealer reserve, the consumers associated with these con¬ 
tracts are benefiting in the form of lower contract rates relative to other consumers of 
similar credit who faced higher buy rates and smaller dealer reserves. If BISG prob¬ 
abilities are to be believed, African American and Hispanic consumers disproportion¬ 
ately occupy these credit tranches. From the financial institutions perspective, this 
observation presents a dilemma. It suggests that financial institutions that offer the 


133 See, for example, Delvin David and Joshua M. Frank, "Under the Hood: Auto Loan 
Interest Rate Hikes Inflate Consumer Costs and Loan Losses,” Center For Responsible 
Lending, April 19, 2011. 

134 yy e no ( separate used vehicles by age of the vehicle. 
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most competitive (lowest) buy rates within the non-prime and subprime credit seg¬ 
ments, may observe larger dealer reserves relative to financial institutions with less 
competitive rates. 

The pattern in the prime segments is somewhat different. While we still observe a 
relatively wide range of buy rates and contract rates within each bucket, the lowest 
buy rates in a bucket are associated with relatively lower dealer reserves. In these 
categories, it appears that some consumers are able to extract nearly all of the value 
associated with lower buy rates. The dealer uses a network of competitive financial 
institutions to obtain a low buy rate, which is passed on to the consumer without a 
dealer reserve (however, the dealer generally gets paid a flat amount on such con¬ 
tracts). BISG probabilities suggest that non-Hispanic white consumers dispropor¬ 
tionately occupy this credit tranche. In this credit tranche financial institutions with 
the most competitive rates would expect to see the lowest dealer reserves. 

The divergent dealer reserve patterns across credit segments, combined with the 
relative shares with which each race/ethnicity group populate these segments, will 
lead to the potentially errant observation of pricing disparities if one uses the analytic 
framework utilized by the CFPB. Ironically, financial institutions with the most com¬ 
petitive buy rates may observe larger disparities relative to financial institutions with 
higher buy rates. This is one more indication that focusing exclusively on a single 
element of a pricing transaction can result in flawed findings. 

The vigorous competition among financial institutions that is observed today results 
from financial institutions competing to offer dealers lower buy rates. The effect of 
caps currently set by many financial institutions is to pass some of the benefit of the 
lower buy rate on to the consumer. Dealers have strong incentives to collect their 
dealer reserve on the lowest buy rate they can obtain from their network of financial 
institutions. While the degree to which consumers benefit may vary across credit 
tranche, significant benefits to consumers were identified in all credit tranches 

5.2. SIMILARLY SITUATED CONSUMERS AND CONTROLS 

With no controls for the complexities and challenges discussed above, we measure 
raw, or uncontrolled, disparities of 16.9, 9.4, and 13.4 bps for BISG-predicted African 
American, Hispanic and Asian consumers, respectively. 135 All regression results are 
reported in Appendix J. These results are generated using the same method that the 


135 Results are based on an OLS regression technique, regressing dealer reserve (bps) on 
continuous BISG probabilities for race and ethnicity with no other explanatory variables. 
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CFPB uses in their analytic framework and the basis upon which it believes there is a 
fair lending risk associated with dealer reserve. We note that the adjusted R- 
squared on this raw regression is less than 1%, suggesting that the proxied race 
probabilities explain less than 1% of the variation in dealer reserves. In other 
circumstances, such as a well-designed randomized controlled trial, the low adjusted 
R-squared may be less of a concern. However, in this context, we believe it is a 
cause for concern. 

These raw disparities ignore numerous factors, discussed above, that directly impact 
the dealer reserves charged by dealers. For example, this analysis ignores all seven 
factors identified by the DOJ as having a legitimate, causal impact on dealer 
reserve. 136 Thus, these results are not based on a comparison of similarly situated 
consumers, which is a fundamental premise and requirement of fair lending testing. 
These disparities also ignore the substantial problems identified in traditional and 
BISG proxy methods. In the following sections we will make-adjustments, to the 
extent possible, for these issues. 

5.2.1. ADJUSTING FOR PROXY BIAS 

While the BISG probabilities cannot be corrected with respect to accuracy, one can 
mitigate the observed biases related to FICO, geography, income and LMI status. 
This may be accomplished to a limited extent by controlling for these factors directly 
in the model. We have tested a number of different specifications from these 
controls. 

FICO 

We have tested two specifications. The first segments FICO by major credit 
tranches: Super prime (760+), prime (720-759), non-prime (620-719) and subprime 
(<620). This specification has a number of advantages. In addition to partially 
controlling proxy bias, it reflects important market structures. As discussed above, 
dealers’ options for arranging financing vary across these credit tranches. 

Consumers’ finance options also vary significantly across these tranches, with those 
in lower credit tranches more reliant on dealer provided financing. Additionally, 
several of the unobservable attributes of consumers, such as ‘the existence of a 


136 See Pacifico and Springfield settlements 
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competitive offer” are correlated with credit scores. 137 As such, credit tranche 
categories can serve as a proxy for these attributes. 

Estimating the raw model with the inclusion of this credit tranche specification 
reduces the observed disparities, measured in bps, by 68% and 82% to 5.4 and 1.8 
for contracts proxied to be African American and Hispanic, while the proxied Asian 
disparity slightly increased to 14.0 bps. 

Second, we tested more refined FICO bands, segmenting FICO by 20 point 
categories, for example from 900-880, 879-860, 859-840, etc. This specification 
more closely models the observed bias in the proxy error. 

Estimating the raw model and substituting this FICO specification for the credit 
tranches generates similar results. Observe disparities, measured in bps, of 4.5, 1.4 
and 14.5 for contracts proxied to be African American, Hispanic and Asian, 
respectively. 

Geography 

We have tested two specifications of geography. The first is a simple state control. 

In addition to partially controlling proxy bias, it reflects important regulatory structures 
as states have different regulations with respect to consumer finance rates, indirect 
automotive finance and consumer protection. Estimating the raw model and 
including state controls, the observed disparities are 20.9, 12.6 and 15.2 bps for 
contracts proxied as African American, Hispanic and Asian, respectively. 

Second, we refined the geography to control for MSA/MD (MSA) while maintaining 
the state control for contracts not in an MSA (e.g. more rural). 138 In addition to the 
advantages of a state control, this specification reflects important market structures - 
for example, the varying cost structures across dealers, discussed above. One of 
the drivers of those differences is location. Dealers located in Tysons Corner VA, 
(Washington-Arlington-Alexandria MSA 47894) likely face higher costs than dealers 
located in Southwestern VA. A similar control was commonly used by regulators in 
the fair lending analysis of wholesale mortgage broker fees, including yield spread 
premiums. 


137 One of the seven factors identified by the DOJ in the Springfield and Pacifico settlements 
as causing differences in observed dealer reserves. 

138 MSA refers to Metropolitan Statistical Areas. MD is a Metropolitan Division. These 
represent Census geographical designations. 
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Estimating the raw model and substituting the MSA specification for the former, we 
observe disparities of 19.8, 13.1 and 9.9 for contracts proxied to be African 
American, Hispanic and Asian, respectively. 

Income 

Given the longstanding concerns in fair lending analysis of controlling for absolute 
income, rather than relative measures such as payment-to-income ratios, we have 
tested a relative income specification based on the LMI splits used in the analysis of 
BISG proxies. We have created four indicators based on the LMI status of the tract 
in which the consumer resides - <50%, 50-80%, 80-120% and 120%+. 

Estimating the raw model and including LMI splits, the observed disparities decrease 
by 24%, 25% and 3% for contracts proxied to be African American, Hispanic and 
Asian, respectively. 

Finally, we tested a model combining credit tranches and MSA controls. With a more 
conservative approach, we choose to leave the LMI splits out of this model. We 
found the observed disparities declined by 54%, 41% and 25% to 7.8, 5.6 and 10.1 
bps for contracts proxied to be African American, Hispanic, and Asian, respectively. 
We refer to this as the ‘base model.’ The adjusted-R-squared increased from 1% on 
the raw model to 5% with these two controls. We performed additional testing on the 
base model that strongly suggests these patterns hold within each race and ethnicity 
group. Using a threshold method to identify likely members of each race and 
ethnicity group, we ran the base model on each group individually and the results are 
reported in Appendix J. The coefficients are directionally consistent across each 
regression. 

5.2.2, DEAL SPECIFIC CONTROLS 

With the base model making important, but admittedly partial, adjustment for some of 
the challenges associated with proxing race and ethnicity, we can consider how to 
address some of the deal-specific challenges raised in Section 4. 

It is relatively easy to control for dealer reserve caps that differ by term and new vs. 
used transactions. As noted above, it is common for financial institutions to have a 
250 bps cap on contract lengths up to 60 months, and 200 bps on longer terms. 
Additionally, while average contract lengths have gotten longer over recent years, we 
observe in the CRA Contract Data certain minority groups, as identified by BISG, 
disproportionately have terms longer than 60 months, relative to non-minorities. 
Selected minority groups, as identified by BISG, are also more likely to purchase 
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used vehicles (where average dealer reserves are relatively higher) vs. new vehicles 
(where average dealer reserves are relatively lower). 

Estimating the base model with the addition of a control for new/used and an 
indicator for contract length greater than 60, observed disparities on all three proxied 
minority groups are below 10 bps. We performed the same additional tests on the 
full model and found the coefficients across BISG-predicted race/ethnicity groups to 
be directionally consistent across each regression. 

In summary, after adjusting, in part, for the biases inherent in race and ethnicity 
proxies, and controlling for basic and observable objective factors that impact dealer 
reserve, we observe potential disparities for African American, Hispanic and Asian 
consumers, identified by proxy, in the range of 6 - 9 bps. Given the average amounts 
financed and contract terms in our data, this equates to less than $1 of monthly 
payment, or approximately 0.2% of the average monthly payment amount. 
Furthermore, this analysis does not consider the many unobservable factors that 
have a causal impact on dealer reserve, including those recognized by the DOJ, 
which include, among others whether or not the consumer had a competing offer of 
financing from another dealer or finance company, and whether or not the dealer has 
implemented a dealer reserve policy similar to the NADA Fair Credit Compliance 
Policy and Program. 

5.2.3. UNKNOWN FACTORS 

As discussed above, these unknown dealer-specific, consumer-specific and deal- 
specific attributes impact the dealer reserves. For example, the seven factors 
articulated by the DOJ in the Springfield and Pacifico consent orders, are not 
available to the financial institution and we could not directly test their impact on 
observed dealer reserve disparities (see section 5 for a more complete discussion of 
unknown attributes). 

While we cannot observe these factors and control for them directly, we can proxy 
for them. When a contract is observed to have zero dealer reserve, it may reflect the 
downward adjustments contemplated by the DOJ in Pacifico and Springfield, and it is 
economically reasonable to assume that one of more of the seven factors in those 
consent orders was potentially present. As we reported earlier approximately 23% of 
the non-subvented contracts have no dealer reserve. There are econometric issues 
with including zero dealer reserve contracts in the estimation, so we exclude them. 
This econometric limitation does not negate the economic and market significance of 
par contracts, thus our approach here is to exclude them from the analysis. If we 
exclude from our analysis all contracts with zero dealer reserves the observed raw 
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disparities fall to 7.9, 6.3 and 11.6 bps for African American, Hispanic and Asian 
contracts identified by proxy, respectively. These results suggest that more than half 
(54%) of the observed raw disparity measured for proxied African Americans is 
driven by the frequency of par contracts, rather than the level of positive dealer 
reserve. With respect to proxied Hispanic and Asian contracts, the frequency of par 
contracts accounts for 33% and 14%, respectively, of the raw disparity. From this 
perspective, we see how the analysis of dealer reserve critically hinges on a full 
understanding of the circumstances surrounding par contracts. 


Once we apply the same controls described above and re-run the regression 
excluding contracts with no dealer reserve, we identify disparities of 5.2, 6.4 and 5.5 
bps, respectively. Disparities at this level are in the range of $.50 - $.60 per month 
and economically de minimis as a share of the average monthly payment. 



6. ALTERNATIVE DEALER COMPENSATION MODELS 

In this section we analyze certain alternative dealer compensation models advocated 
by the CFPB. We present a number of hypothetical scenarios and use the CRA 
Contract Data to estimate costs and benefits to consumers under these alternative 
scenarios. 
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6.1. CFPB AND DOJ PREFERENCES 

The CFPB has made clear its strong preference for certain alternatives to the current 
dealer compensation model. These appear to include flat dollar fees, flat percent of 
amount financed and 'hybrids.’ 139 The DOJ, in public presentations, has included an 
additional alternative as outlined above in the Pacifico and Springfield settlements. 

6.2. TESTING 

As a simplifying assumption, we hold dealer revenue constant. This is consistent 
with the observed market, where despite dealers’ extensive networks of financial in¬ 
stitutions, dealers appear to be losing money on the sale of new and used vehicles, 
even after profits from the F&l department are included in the analysis. 140 A scenar¬ 
io where dealers earn less money in aggregate on the financing of vehicle appears 
unlikely and perhaps unsustainable. This is also consistent with our objective to 
study the costs and benefits to consumers rather than dealers. 

If a compensation structure required flats (fixed compensation per contract), financial 
institutions would likely directly set the contract rate they offer to dealers. These 
contract rates would have to be substantially higher than current buy rates in order to 
pay flats on every contract, because the current buy rates are not set at a level to 
pay flats on 100% of contracts. As we observed above, in the current market 
financial institutions pay flats on no more than 23% of contracts (e.g. those with no 
dealer reserve). 

Given this dynamic, one can test for: 

• Who receives the higher contract rates and how much higher would those 
rates would be. 

• Who receives lower rates and how much lower would those rates would be. 

To address these questions, we implement four scenarios and report the results in 
Appendix K. The starting point was to calculate the dollar value of ail dealer 
reserves across the entire portfolio. In each scenario we systematically converted 
the aggregate dealer reserves into equal flat amounts per contract. Next, we 
converted the flat amount in bps and added it to the observed buy rate - essentially 


139 Op. Cit, CFPB Supervisory Highlights, Summer 2014. 

140 Op. Cit., Baines and Courchane, 2013. 
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increasing each buy rates by an amount sufficient to pay the required flat. In this 
way, we re-priced the contract rate on each contract in the portfolio. Here again, we 
excluded subvented contracts from consideration. Each scenario tested a different 
mechanism for determining which contracts to re-price and by how much, always 
with the constraint of holding total dealer compensation constant. 

6.2.1. SCENARIO 1 

In scenario 1, we determine total dealer compensation separately for the new and 
used vehicle segments within each financial institution. The rationale for this is 
simple and reflects existing market realities. Buy rates are uniformly higher for used 
vehicles, all else equal; and used vehicles are considerable less expensive on 
average. These factors are important in converting dealer compensation into a flat 
and then back into the number of bps sufficient to pay the flat. It is also important to 
make these calculations separately for each financial institution, as they have 
different costs of capital, cost structures, etc. which influence the buy rates they offer 
in the market. 

Across the portfolio, we observed 55% of contract rates were lowered, while 45% 
were raised. The average decline was approximately 66 bps, while the average 
increase was 82 bps. The increase equates to additional $581 on average over the 
term of the contract. 

With respect to race and ethnicity, proxied minority contracts were lowered only 
slightly more frequently than non-minority contract. Conversely, 42%, 43% and 43% 
of proxied African American, Hispanic and Asian contracts, respectively, would face 
higher contract rates in this scenario. 

6.2.2. SCENARIO 2 

In scenario 2, we added a third factor to the re-pricing mechanism - credit tranche. 
We believe this to be a more realistic assumption, as buy rates vary dramatically 
over the credit range and scenario 1 failed to consider this reality. Thus, in this 
scenario we calculated total dealer compensation within each financial institution, 
separately by new and used and six credit tranches. We then re-priced the contracts 
within each of these buckets. 

Despite the important addition of credit tranche, the results are largely similar. Fifty- 
six percent of contract rates were lowered, while 44% were raised. The dollars are 
similar to those observed in Scenario 1, as are the results with respect to race and 
ethnicity. 
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It is important to note that in scenarios 1 and 2, 100% of the par contracts are re¬ 
priced to higher contract rates. This strikes us as a highly unlikely outcome for a 
variety of reasons discussed earlier - principally flats are already paid on most of 
these contracts. Additionally, many of these are likely to have present one or more 
of the factors outlined by DOJ in Springfield/Pacifico. Finally, these are 
disproportionately consumers with prime credit ratings, highly attractive to financial 
institutions, and as such consumers with potentially numerous financing options 
outside of the indirect channel. 

In scenarios 3 and 4, we add the following constraint - the contract rate remains 
unchanged on par contracts. 

6.2.3. SCENARIO 3 

Scenario 3 parallels scenario 1, but for the additional constraint on par contracts. 
The results are striking. Less than half of the contracts (48%) face lower contract 
rates, and the dollar value of the average lower rate is decreased by 39% (to $291 
from $476). 

As before, proxied minority contracts are lowered at slightly higher rates, but nearly 
the same shares (27%-30%) of minority and non-minority contracts are raised. 

6.2.4. SCENARIO 4 

Scenario 4 parallels scenario 2, but for the additional constraint on par contracts. 

The results are not meaningfully divergent from scenario 3. 

Summary 

In all scenarios we observed significant shares of proxied minority contracts were re¬ 
priced to higher contract rates - in the range of 60 - 84 bps. So while the dealer 
reserve in the alternative world would be 0, the contract rates would be significantly 
higher for these consumers. These price increases are many multiples larger than 
any observed potential dealer reserve disparity. Additionally, they are at a level that 
creates significant concern regarding access to credit. Price increases of this 
magnitude have the real potential to price some individuals out of the market. 
Furthermore, we have not attempted to model the incentive dealers would have to 
assign a given contract to the financial institution offering the highest flat rate. 

Hence, these scenarios may underestimate the share of consumers facing higher 
contract rates. 
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In all scenarios, we observed that the share of raised contracts is nearly always the 
highest in the 760+ credit score tier. While scenarios 3 and 4 mitigate this result, it is 
not eliminated. It warrants an important caveat. These are consumers with the 
highest credit worthiness, and thus the most financing alternatives. Such a pricing 
scheme has the potential to drive some portion of them out of the indirect channel 
entirely. That could potentially have ramifications on the participants in the indirect 
automotive finance market. Do certain financial institutions leave the market entirely 
or switch to the direct channel? Can dealers remain In the business of arranging 
financing under such a scenario? The market is complicated and competitive, and it 
would be speculative to attempt to answer these questions with the data available to 
us in this Study. 

Finally, we have not attempted to model the impact of the incentive dealers would 
have to assign contracts to the financial institutions with larger flats. Higher flats 
necessitate a higher contract rate, ail else equal. Hence, these scenarios may 
underestimate the share of consumers facing higher contract rates under a flat or 
hybrid compensation structure. 

7, CONCLUSIONS AND RECOMMENDATIONS 

Given the dramatically increased regulatory activity concerning dealer reserve, we 
have examined indirect automobile finance practices, focusing on fair lending super¬ 
vision. There is no question that the indirect auto market is highly competitive and 
complex. Failure to consider either competition or pricing complexities allows for the 
application of an overly-simplistic and biased analytical framework, which leads regu¬ 
lators to pursue overly onerous civil-money penalties from financial institutions. 

Given the asymmetric nature of information between dealers and financial institu¬ 
tions, financial institutions and their regulators are in a less than ideal position to 
evaluate the pricing dynamics of transactions at dealers. Despite those limitations, 
our analysis finds that these pricing dynamics are largely explained by several objec¬ 
tive factors, rather than by race and ethnicity. 

Given the realities of the regulatory landscape and the limited tools available for 
analysis, the ability to perform meaningful, accurate and actionable analyses of deal¬ 
er reserves at the portfolio level is very circumscribed. To partially account for the 
market complexities and the bias inherent in the BISG methodology, we recommend 
the following: 

(1) In calculating any disparities at the portfolio level, make adjustments to the 
population to: 

a. Exclude any volumes from dealers with zero dealer reserve. 
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b. Exclude any volumes from dealers with no variance in reserve. 

c. Exclude any dealers with counts insufficient to monitor dealer activity 
- specifically, exclude dealers with fewer than 2 contracts from a mi¬ 
nority consumer and 2 contracts from non-Hispanic white consumers 
and a total of 5 contracts. (Similar restrictions should be applied when 
analyzing for age or gender). 

(2) Implement economic controls to adjust for general economic conditions be¬ 
yond the control of the financial institution or dealer. Specifically, adjust for: 

a. Location — the analyses should include MSA level fixed effect controls 
to control for competitiveness in local markets. Market de¬ 
mand/supply conditions clearly vary by MSA. 

b. New/Used - these markets are completely different on many dimen¬ 
sions and the negotiation around trade in values may directly impact 
dealer reserves. 

c. Broad credit tranche - this is not equivalent to controlling for credit 
score in the buy rate analysis but rather recognizes that prime and 
subprime markets vary broadly. 

d. Month of origination. 

(3) Adjust for the known bias in the use of the BISG proxy methodology 

a. If using a continuous approach, determine the “count” of affected mi¬ 
nority consumers by applying a threshold after the application of the 
continuous method. That is, at the very least, the consumers with 
BISG probabilities less than 50% should not be included in any calcu¬ 
lation of consumer harm. 

b. Require verification/certification that any consumer receiving settle¬ 
ment funds or other remediated responses actually is a member of a 
protected class. 

c. If funds remain in the settlement fund, these should revert to the fi¬ 
nancial institution and not become part of any regulatory “settlement 
fund.” 

(4) When applying the BISG method, use a stricter threshold for any actions tak¬ 
en prior to 2012. The BISG approach had never been used historically, no 
one could have used it for monitoring, and applying a recent innovation to 
past behavior is unfair to financial institutions. For all originations prior to 
2011, a 70% BISG threshold, or similar, should be applied. 
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(5) Going forward, while financial institutions may, given sufficient volumes, mon¬ 
itor activity quarterly, no remediation should take place until the end of the 
year. This will help adjust for seasonality during an annual cycle. 

(6) The analysis should include a dealer level focus. There must be adjustments 
for the aggregation issue. 

(7) The continuous BISG methodology should not be used in any analysis of indi¬ 
rect auto underwriting. The econometric interpretation of such a result is 
overly difficult. 
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8. APPENDIX A. PROJECT TEAM 


Charles River Associates is a leading global consulting firm that offers economic, fi¬ 
nancial, and business management expertise to major law firms, corporations, ac¬ 
counting firms, and governments around the world (see wwwxrai.com). CRA con¬ 
sultants have provided guidance in complex cases with a focus on analytics and its 
Financial Economics team, based in Washington, DC, and led by Dr. Marsha Cour- 
chane, undertook this research project. Our team combines a strong understanding 
of the retail automotive market, considerable experience conducting fair lending 
analyses in this and in other consumer finance markets, and specific experience with 
the methodologies used by various regulatory agencies, including the CFPB. In the 
course of our ongoing work and research, we regularly interact with financial institu¬ 
tion regulators, leading academics, researchers at Census Bureau and elsewhere, 
and representatives from various banking and financial services associations, as well 
as others. 

The project team was led by Arthur Baines and Marsha Courchane. Mr. Baines is a 
Vice President in the Financial Economics practice at CRA and has years of experi¬ 
ence performing fair lending related analysis for bank and non-bank financial institu¬ 
tions in the indirect auto market and other consumer finance products; studying the 
retail automotive market in the United States; and developing econometric and finan¬ 
cial models. Mr. Baines' early work in fair lending analysis was in connection with 
the regulatory investigations, conducted in the mid-1990s, of underwriting and pricing 
practices of non-bank auto finance companies. Subsequently, Mr. Baines analyzed 
the portfolios of numerous indirect auto financial institutions in the private litigations 
of the early 2000s alleging pricing discrimination related to dealer reserves. Current¬ 
ly, Mr. Baines and the CRA Financial Economics Practice are involved in numerous 
fair lending regulatory exams and investigations of finance institutions, including 
many brought by the CFPB and DOJ. Beyond the fair lending analysis, Mr. Baines 
has undertaken numerous projects related to the retail automotive market. He has 
studied the profitability of dealers, vehicle allocation and distribution systems, com¬ 
mercial financing of dealers and the complex relationship among dealers, manufac¬ 
turer, customer and finance company (both captive and non-captive). Prior to joining 
CRA in 2010, Mr. Baines was a partner in the financial services practice at PwC and 
focused on automotive retail finance and vehicle distribution. 

Dr. Courchane heads the Financial Economics Practice of Charles River Associates. 
She specializes in financial institution analyses for regulatory reviews and in support 
of litigation. Dr. Courchane is a leading expert in the areas of mortgage and con¬ 
sumer lending, including analyses of indirect vehicle finance for regulatory clients. 
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Her research and analyses with respect to mortgage markets, discrimination in lend¬ 
ing, consumer credit, securitization, credit risk, and redlining issues has been widely 
cited and published in several journals , including the Atlantic Economic Journal, 
Journal of Real Estate Research, Journal of Economics and Business, Housing Poli¬ 
cy Debate, Applied Economics, Journal of Housing Economics, Journal of Housing 
Research, Journal of Real Estate Finance and Economics, Canadian Journal of 
Economics, Property Management, International Real Estate Review and Real Es¬ 
tate Economics. She serves on the editorial board for the Journal of Housing Re¬ 
search, the Journal of Real Estate Research, and for the International Journal of 
Housing Markets and Analysis and referees for several journals. Dr. Courchane is a 
Fellow of the Weimer School of Advanced Studies in Real Estate and Land Econom¬ 
ics. She is a member of Counselors in Real Estate (CRE). She is the Executive Vice 
President of the American Real Estate and Urban Economics Association (2008- 
2015) and served on the Board of Directors of the American Real Estate Society 
(2008-2014). Dr. Courchane also worked previously as a Senior Financial Econo¬ 
mist in the Risk Analysis Division of the Office of the Comptroller of the Currency, 
Washington, DC. Her employment and her research have focused on fair lending 
analyses over the past twenty years. 
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9, APPENDIX B. GLOSSARY OF TERMS AND ACRONYMS 

• ACS - American Community Survey 

• AF-ABS - Auto finance asset backed securities 

• AFSA - American Financial Services Association 

• Ally - Ally Financial 

• APR - Annual percentage rate 

» Back-end ratio - Back-end coverage ratios measure the share of a dealer’s 
fixed costs that are covered by profitability from its service and parts 
departments. 

• Big 3 - Detroit-based manufacturers Chrysler, Ford, General Motors 

• BISG - Bayesian Improved Surname Geocoding 

• BLS - Bureau of Labor Statistics 

• BPS - basis points 

• Bulletin - CFPB Bulletin 2013-02, March 21, 2013. 

• Buy Here Pay Here - a dealership that finances vehicle purchases and does 
not assign the resulting contract to a financial institution. 

• Buy rate - the wholesale financing rates offered to the dealer by a financial 
institution in the indirect auto finance market. 

• CEX - Consumer Expenditure Survey 

• CFPB - Consumer Financial Protection Bureau 

• CFPB White Paper - “Using pubiically available information to proxy for 
unidentified race and ethnicity, A methodology and assessment," CFPB, 
Summer 2014, released on September 17, 2014. 

• Contract - Retail installment contract associated with the purchase of a new 
or used vehicle from a dealer 

• Contract rate - The note rate negotiated between the dealer and consumer. 

• The Court - The U.S. Supreme Court 
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• CPO - Certified Pre-Owned, a subset of the used vehicle market 

• CRA - Charles River Associates, Inc. 

• CRA Contract Data - A database consisting of approximately 8.2 million 
vehicle contracts originated during 2012 and 2013 via the indirect auto 
channel. 

• Customer incentives - Manufacturer-sponsored incentives offered to the 
consumer, generally cash rebates of subvented contract rates. 

• Dealer incentives - Manufacturer-sponsored incentives offered to the dealer 
for the sale of specific vehicles. 

• Dealer participation - The dollars paid to the dealer by the financial institution 
to acquire the contract. Participation includes dealer reserve and flats. 

• Dealer reserve - The amount by which the contract rate exceeds the buy 
rate. 

» Dealer reserve payment plan - The terms offered by the financial institution 
to the dealer governing the payment of dealer reserve to the dealers. 

• Dodd Frank Act - Dodd-Frank Wall Street Reform and Consumer Protection 
Act of 2010 

• DOJ - Department of Justice 

• ECOA - Equal Credit Opportunity Act 

• F&l - Finance and Insurance 

• FDIC - Federal Deposit Insurance Corp 

• Flats - dealer compensation, generally in the form of a fixed dollar amount or 
fixed percentage of the amount financed. 

» FRB - Federal Reserve Board 

• FTC - Federal Trade Commission 

» FTE - Full-time equivalent 

• GAP - Guaranteed Auto Protection 

• GMAC - General Motors Acceptance Corp. 
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• HHI - Herfindahl-Hirschman Index 

• HMDA - Home Mortgage Disclosure Act 

• Hybrids - a dealer compensation structure that combines flat dollar amounts 
and flat percentages of the amount financed. 

• Lift - the increase in race/ethnicity probabilities resulting from utilizing 
geography and surname probabilities in combination 

• LMI - Low Moderate Income 

• LMI Status - The relative ranking of a geography on the LMI scale 

• LTV - the loan-to-value ratio, in the indirect auto finance market it is 
commonly called the advance percent. 

• Make - The manufacturer of the vehicle. For example: Ford, Chevrolet, 
Toyota, BMW, etc. 

• Manufacturer-sponsored incentives - Financial incentives offered by the 
manufacturer on the sale of a specific vehicle(s). 

• MOU - memorandum of understanding 

» MSA - metropolitan statistical area 

• NADA - National Automobile Dealers Association 

• NIADA - National Independent Automobile Dealers Association 

• Note Rate - synonymous with the contract interest rate, excluding any one 
time fees. 

• OCC - Office of the Comptroller of the Currency 

• Pacifico - Pacifico Ford Inc. 

• Raw - Refers to the comparison of a given metric (e.g., denial rate) without 
controlling for any relevant factors. 

• Reg B - Federal Reserve Board’s Regulation B, through which ECOA is 
implemented 

• RMBS - Residential mortgage backed securities 
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• Similarly Situated - used in fair lending analyses, referring to a group of 2 or 
more applicants/buyers with similar relevant attributes. 

• Springfield - Springfield Ford Inc. 

« Vehicle model - Model differentiates vehicles of the same make. For 
example: Honda Accord, Ford Explorer, Chrysler 300. 

• Vehicle trim - Trim differentiate vehicles of the same make and model. For 
example: Honda accord LE, Honda accord LX. 

• YSP - Yield spread premium 

• 18+ - Age designation, 18 years old and older. 
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November 19, 2014 


American Financial Services Association 


15. APPENDIX H. CRA CONTRACT DATA VARIABLES 


1 New/Used indicator 

2 Term 

3 Amount Financed 

4 Finance charge (monthly payment * term - amount financed) 

5 Total of payments 

6 Contract rate 

7 Monthly payment 

8 Indicator that credit protection is on contract 

9 Indicator that GAP is on contract 

10 Indicator that extended service contract is on contract 

11 Buyer Income 

12 Indicator that Co-buyer is present on contract 

13 Co-buyer income 

14 Buyer FICO 

15 Co-buyer FICO 

16 Buyer age 

17 Final Buy rate to dealer 

18 Advance percentage (e g. LTV) 

19 Cash rebate amount 

20 Dealer ID 
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18. APPENDIX K. COST/BENEFIT SCENARIO RESULTS 


Summary of Effect of Changing to Flat Rates by Race and Ethnicity 
Scenario 1 - Spread Dealer Reserve Across All Buy Rates by New/Used and 

Finance Company 
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Hispanic 

773,185 

57.4 

42.6 

-2.6 

-$12 

-66.5 

-$510 

83.5 

$658 

Asian 

199,724 

56.9 

43.1 

-6.5 

-$44 

-74.5 

-$492 

83.3 

$548 

NHW 

3,726,370 

53.7 

46.3 

2.5 

$12 

-65.7 

-$462 

81.7 

$563 

Contracts with a Dealer Reserve j 

All 

4,342,994 

71.5 

28.5 

-34.7 

-$244 

-66.0 

-$476 

44.1 

$339 

AA 

605,980 

72.9 

27.1 

-35.2 

-$267 

-64.3 

-$494 

43.2 

$343 

Hispanic 

602,088 

73.7 

26.3 

-37.0 

-$278 

-66.5 

-$510 

45.8 

$373 

Asian 

155,729 

73.0 

27.0 

-41.5 

-$270 

-74.5 

-$492 

47.6 

$331 

NHW 

2,830,657 

70.7 

29.3 

-33.6 

-$229 

-65.7 

-$462 

43,8 

$334 

Contracts without a Dealer Reserve 

All 

1,308,070 

0.0 

100 

117.3 

$810 



117.3 

$810 

AA 

156,278 

0.0 

100 

119.2 

$882 



119.2 

$882 

Hispanic 

171,097 

0.0 

100 

118.4 

$923 



118.4 

$923 

Asian 

43,995 

0.0 

100 

117.4 

$756 



117.4 

$756 

NHW 

895,713 

0.0 

100 

116.6 

$776 



116.6 

$776 

Source: CRA Contract Data j 

'Assumes no contracts prepay 
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Summary of Effect of Changing to Flat Rates by Tier 

Scenario 1 - Spread Dealer Reserve Across All Buy Rates by New/Used and Finance 

Company 

Credit Tier 

Count of 
Group 
Contracts 

% 

Down 

% Up 

Avg 

Chg 

in 

Rate 

(bps) 

Avg 
Chg 
in $$ 
Paid 1 

Among those 
Lowered 

Among those 
Raised 

Avg 
Chg in 
Rate 
(bps) 

Avg 
Chg in 
$$ 

Paid 1 

Avg 
Chg in 
Rate 
(bps) 

Avg 
Chg 
in $$ 
Paid 1 

| All Contracts | 

All 

5,651,064 

55.0 

45.0 

0.5 

$0 

-66.0 

-$476 

81.8 

$581 

CS a 760 

1,659,057 

44.6 

55.4 

15.4 

$88 

-71.0 

-$450 

84.9 

$520 

720 < CS < 760 

654,932 

49.8 

50.2 

8.3 

$64 

-66.5 

-$484 

82.6 

$608 

680 < CS < 720 

736,161 

57.1 

42.9 

-1.9 

-$6 

-63.5 

-$489 

80.1 

$639 

640 < CS < 680 

854,367 

65.0 

35.0 

-13.5 

-$95 

-62.8 

-$491 

78.3 

$642 

00 < CS < 640 

734,380 

66.1 

33.9 

-15.9 

-$112 

-64.8 

-$489 

79.4 

$624 

CS < 600 

963,919 

57.1 

42.9 

-2.8 

-$16 

-64.3 

-$469 

789 

$587 

Missing or 

Invalid CS 

48,248 

61.4 

38.6 

-16.3 

-$99 

-83.1 

-$445 

89.8 

$449 

J Contracts with a Dealer Reserve 

All 

4,342,994 

71.5 

28.5 

-34.7 

-$244 

-66.0 

-$476 

44.1 

$339 

CS > 760 

1,140,942 

64.8 

35.2 

-29.9 

-$181 

-71.0 

-$450 

45.7 

$315 

720 < CS < 760 

478,568 

68.2 

31.8 

-31.2 

-$215 

-66.5 

-$484 

44.7 

$363 

680 < CS < 720 

573,485 

73.3 

26.7 

-35.0 

-$259 

-63.5 

-$489 

43,5 

$375 

640 < CS < 680 

704,298 

78.9 

21.1 

-40.9 

-$312 

-62.8 

-$491 

40.7 

$357 

00 < CS < 640 

614,560 

79.0 

21.0 

-42.4 

-$315 

-64.8 

-$489 

41.5 

$338 

CS < 600 

794,731 

69.2 

30.8 

-30.7 

-$222 

-64,3 

-$469 

44.8 

$334 

Missing or 

Invalid CS 

36,410 

81.3 

18.7 

-58.6 

-$312 

-83.1 

-$445 

47.7 

$269 

Contracts without a Dealer Reserve | 

Ail 

1,308,070 

0.0 

100.0 

117.3 

$810 



117.3 

$810 

CS > 760 

518,115 

0.0 

100.0 

115.3 

$679 



115.3 

$679 

720 < CS < 760 

176,364 

0.0 

100.0 

115.2 

$820 



115.2 

$820 

680 < CS < 720 

162,676 

0.0 

100.0 

114.5 

$887 



114.5 

$887 

640 < CS < 680 

150,069 

0.0 

100.0 

115.4 

$925 



115.4 

$925 

00 < CS < 640 

119,820 

0.0 

100.0 

120.2 

$932 



120.2 

$932 

CS < 600 

169,188 

0.0 

100.0 

128 3 

$954 



128.3 

$954 

Missing or 

Invalid CS 

11,838 

0.0 

100.0 

114.0 

$553 



114.0 

$553 

Source: CRA Contract Data 
’Assumes no contracts prepay 
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Summary of Effect of Changing t 
Scenario 2 - Spread Dealer Reserve Across Ail Buy 

and Finance Comt 

o Flat Rates by Tier 

Rates by New/Used, Credit Tranche, 
>any 

Credit Tier 

Count of 
Group Con¬ 
tracts 

% 

Dow 

n 

%Up 

Avg 

Chg 

in 

Rate 

(bps) 

Avg 

Chg 

in$$ 

Paid 1 

Among those 
Lowered 

Among those 
Raised 

Avg 
Chg in 
Rate 
(bps) 

Avg 
Chg 
in $$ 
Paid 1 

Avg 

Chg 

in 

Rate 

(bps) 

Avg 
Chg in 
$$ 

Paid 1 

| All Contracts 1 

All 

5,651,064 

55.9 

44.1 

-0.4 

$0 

-64.0 

-$456 

80.1 

$576 

CS > 760 

1,659,057 

49.3 

50.7 

1.8 

$0 

-76.5 

-$487 

77.9 

$473 

720 < CS < 760 

654,932 

51.9 

48.1 

0.0 

$0 

-71.8 

-$526 

77.3 

$567 

680 < CS < 720 

736,161 

56.8 

43.2 

-0.8 

$0 

-62.2 

-$483 

80.1 

$636 

640 < CS < 680 

854,367 

62.8 

37.2 

-1.6 

$0 

-52.6 

-$411 

84.5 

$694 

600 < CS < 640 

734,380 

64.0 

36.0 

-2.0 

$0 

-52.7 

-$392 

88.3 

$698 

CS < 600 

963,919 

56.6 

43.4 

-1.8 

$0 

-62.5 

-$448 

77.2 

$584 

Missing or invalid 

CS 

48,248 

59.4 

40.6 

2.1 

$0 

-66.5 

-$353 

102.4 

$517 

Contracts with a Dealer Reserve j 

All 

4,342,994 

72.7 

27.3 

-34.6 

-$238 

-64.0 

-$456 

43.6 

$342 

CS a 760 

1,140,942 

71.7 

28.3 

-43.0 

-$267 

-76.5 

-$487 

41.7 

$290 

720 < CS < 760 

478,568 

71.0 

29.0 

-39.3 

-$278 

-71.8 

-$526 

40.3 

$327 

680 < CS < 720 

573,485 

72.9 

27.1 

-33.7 

-$253 

-62.2 

-$483 

43.1 

$368 

640 < CS < 680 

704,298 

76.2 

23.8 

-29.1 

-$217 

-52.6 

-$411 

46.3 

$402 

600 < CS < 640 

614,560 

76.5 

23.5 

-28.7 

-$205 

-52.7 

-$392 

49.7 

$406 

CS < 600 

794,731 

68.6 

31.4 

-29.6 

-$206 

-62.5 

-$448 

42.3 

$324 

Missing or Invalid 

CS 

36,410 

78.7 

21.3 

-39.9 

-$208 

-66.5 

-$353 

58.3 

$330 

J Contracts without a Dealer Reserve j 

All 

1,308,070 

0.0 

100 

113.3 

$789 



113.3 

$789 

CS > 760 

518,115 

0.0 

100 

100.5 

$587 



100.5 

$587 

720 < CS < 760 

176,364 

0.0 

100 

106.6 

$755 



106.6 

$755 

680 < CS < 720 

162,676 

0.0 

100 

115.3 

$891 



115.3 

$891 

640 < CS < 680 

150,069 

0,0 

100 

127.2 

$1,020 



127.2 

$1,020 

600 < CS < 640 

119,820 

0.0 

100 

134.7 

$1,050 



134.7 

$1,050 

CS < 600 

169,188 

0.0 

100 

128.8 

$966 



128.8 

$966 

Missing or invalid 

CS 

11,838 

0.0 

100 

131.3 

$639 



131.3 

$639 

Source: CRA Contract Data 
’Assumes no contracts prepay 
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Group 

Count of 
Group 
Contracts 

% 

Down 

%Up 

Avg 
Chg in 
Rate 
(bps) 

Avg 
Chg in 
$$ 

Paid 1 

Among those 
Lowered 

Among those 
Raised 

Avg 
Chg in 
Rate 
(bps) 

Avg 
Chg in 
$$ ■ 
Paid 1 

Avg 
Chg in 
Rate 
(bps) 

Avg 
Chg in 

■ 

Paid 1 

| All Contracts 

All 

5,651,064 


29.4 

_ 

$0 

I 


60.8 


AA 

762,257 


28.1 

UH1 


. \ 

3 



Hispanic 

773,185 


27.0 

mm 

KH 


BW!!i 

63.0 


Asian 

199,724 

49.0 

29.0 

wm i 

mm 

— 

-$308 

64.7 

B3| 

NHW 

3,726,370 

45.8 

30.2 

mm 


1 ' 

-$289 

60.0 

BB3 

Contracts with a Dealer Reserve | 


4,342,994 

mm 

mm 

mm 

H0 


■ 

1 

$470 


605,980 

mm 



mm 


B 

KB 

$490 



ipn 


-4.3 

mm 


BBS 






37.1 

-6.2 

bhh 

-48.1 

-$308 

64.7 

$454 

| NHW 

2,830,657 

60.3 

39.7 

-1.7 

3 

-42.4 



$459 

Contracts without a Dealer Reserve 

Ali 


0.0 

0.0 


$0 





AA 


0.0 

0.0 

'0 








0.0 

0.0 


$0 





Asian 


0.0 


0.0 

$0 





NHW 

895,713 

0.0 








Source: CRA Contract Data 
’Assumes no contracts prepay 
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Summary of Effect of Changing to Flat Rates by Race and Ethnicity 

Scenario 4 - Spread Dealer Reserve Across Buy Rates with Deafer Reserves by 
New/Used, Credit Tier, and Finance Company 

Group 

Count of 
Group 
Contracts 

% 

Down 

% Up 

Avg 
Chg in 
Rate 

(bps) 

Avg 
Chg in 
$$ 

Paid’ 

Among those 
Lowered 

Among those 
Raised 

Avg 
Chg in 
Rate 

.JbPS) . 

Avg 
Chg in 
$$ 

Paid' 

Avg 
Chg in 
Rate 
(bps) 

Avg 
Chg in 
$$ 
Paid’ 

| All Contracts j 

All 

5,651,064 

48.5 

28.3 

-2.2 

$0 

^0.0 

-$276 

60.7 

KIRI 

AA 

762,257 

51.9 

27.6 

-1.9 

-$2 

-36.3 

-$268 

61.2 

UPfiS! 

Hispanic 

773,185 

51.3 

26.5 

-2.4 

-$3 

-37.4 

-$277 

63.5 

SiSSI 





-6.1 

1' 

-46.7 


64.4 

tesiS 






B9 


■ 




All 


63,1 

36.9 


$0 

-40.0 

-$276 

60.7 

lESI 

AA 

■ 

65.3 

34.7 

HBSH 

-$3 

-36.3 


g 

IKS 

Hispanic 



34.1 


m i 

| 

; "■ ' ' ' 


g§H 

Asian 

155,729 



-7.8 

i 

g 


ggg 

'MM 

NHW 

2,830,657 

mm 

I 




ig 




All 

1,308,070 




$0 





AA 


0.0 

0.0 

0.0 

$0 


mm 



Hispanic 



0.0 


$0 


mm 



Asian 



0.0 

0.0 

$0 





NHW 



0.0 







Source: CRA Contract Data j 

'Assumes no contracts prepay | 
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19. APPENDIX L. CHARTS AND TABLES 
Executive Summary 

Study 

Table 1. 2013 Automotive Finance Market Shares 

Table 2. Count of Financial Institutions for dealer assignment of contracts 

Table 3. Population 18 and Tract 0050.02, Washington, DC 

Table 4. Race/Ethnicity Probabilities for Surname “Johnson" 

Table 5. National Flousehold Vehicle Ownership by Race/Ethnicity 

Table 6. Household Population Shares compared to financed vehicle purchase rates 

Table 7. BISG Calculation Example 

Table 8. Comparison of Proxy Approaches at identifying Race/Ethnicity 
Table 9. Accuracy of Estimate using a Continuous BISG methodology 
Table 10. Replica of CFPB White Paper Table #10 

Table 11. Comparison of Estimated Raw APR Disparities using Actual vs Proxied 
Race / Ethnicity 

Chart 1. New and Used Vehicle Sales by Year 1990-2013 
Chart 2. Seasonality of New Vehicle Sales 2005-2009 
Chart 3. Auto Finance Market Competitiveness 
Chart 4. Auto ABS 1986-2013 

Chart 5. Distribution of Census Bureau Surnames by Race/Ethnicity Probabilities 

Chart 6. Count of African American Consumers Implied by BISG Continuous 
Methodology 

Chart 7. Distribution of Dealer Reserve in CRA Contract Data 
Chart 8. Steps for Analyzing Dealer Reserve Disparities 
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Auto insurance Affordability: Cost Drivers in Michigan 


Executive Summary 

The affordability of auto insurance is an important public issue, as nearly every state requires drivers to 
purchase a minimum amount of insurance. Tire Insurance Research Council (IRC) continues to 
examine affordability issues with this profile of Michigan, the third-leasr-affordable state, where the 
affordability index (auto insurance expenditures as a percentage of median household income) was 2.21 
percent from 2013 through 2016, compared with the national average of 1.58 percent. 

For decades, policymakers in Michigan have debated the costs and benefits of the state’s unique no- 
fault auto system, particularly the mandate that drivers purchase unlimited personal injury protection 
(PIP) coverage. The cost environment has deteriorated in recent years: from 2007 through 2015, 
Michigan moved up the ranking of states by average auto insurance expenditures (from eleventh to 
fourth). While debates continue in the state legislature, other solutions have been proposed. Some 
observers support a public referendum to spur change. (Similar referenda failed in 1992 and 1994.) 1 In 
Detroit, where costs are especially high, the mayor proposed creating a city-sponsored limited plan for 
residents and has since filed a lawsuit against the state over the lack of action on the issue. 2 

Policymakers across the country continue to debate the best approach to this issue. Regardless of 
whether the debate is about affordability at the national, state, or community level, any sustainable 
improvement will require an understanding of the factors that drive the cost of insurance. 

Important Factors in the High Cost of Insurance in Michigan 

® Extremely high average claim severity—With medical benefits being unlimited, the average amount 
paid for PIP claims in Michigan is dramatically higher than for countrywide PIP claims, driven by a 
small percentage of claims with extremely high claimed losses. 

• Unrestrained medical costs—Because there is no ceiling on benefits and no fee schedule to control 
costs, the Michigan auto injury system creates opportunities for claim fraud and abuse and for the 
shifting of costs from other systems of paying for healthcare. 

® Increasing frequency of liability claims—The rise in the frequency of bodily injury liability (BI) 
claims in Michigan indicates that the state’s uniquely strict no-fault threshold has weakened. 

® Utigiousness—The number of lawsuits filed for PIP claims has been growing rapidly in Michigan. 

® Influence of the Detroit area—Surveys of auto insurance quotes often cite Detroit as the most 
expensive city for auto insurance. Similar to patterns seen in many other states, claims from 
accidents in Michigan’s largest city are generally more likely to involve claiming behaviors 
associated with increased insurance costs, such as higher claimed losses, larger payments, and 
greater attorney involvement. 


Fiona Kelliher and JC Reindl, “Dan Gilbert could fund auto insurance ballot measure,” Detroit Free Press, 
November 19, 2018, https://www.ffeep.com/story/news/loca 1/m ich igan/2018/11/19/dan-gilbert-no-fault- 
baHot/2052823002/ (accessed March 27, 2019). 

"Christine Ferretti, “Duggan, Metro drivers sue over no-fault insurance law,” The Detroit News , August 23, 2018. 
h ftps://www.detroitnews.com/story/ncws/Iocal/detroit-city/2018/08/23/dugga n-drivers-seek-rcforms-sra res-no- 
fault-law/1072008002/ (accessed March 27, 2019). 
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Overview of Michigan’s Auto Insurance System 

The Michigan auto insurance system is unique. Michigan drivers are required to purchase PIP coverage 
that provides unlimited lifetime medical benefits, reimbursement for up to three years of lost: wages, 
and a daily allowance for replacement services for those injured while riding in a covered vehicle. Alter 
Michigan’s unlimited coverage, the next-highest state-mandated PIP benefit is $50,000 in New York. In 
addition to PIP coverage, drivers also must purchase BI liability insurance with minimum limits of 
$20,000 per person and $40,000 per accident. 

The Michigan system is designed so that only those with serious injuries are eligible to file lawsuits or 
claims for general damages. Tire state’s strict verbal threshold defines a serious injury as death, serious 
impairment of body function, or permanent serious disfigurement. Tire most commonly cited 
condition that overcame the tort threshold in 2012 was loss or impairment of a bodily function, 
present in 46 percent of BI claims in Michigan. In recent years, concerns have been raised about court 
decisions that have weakened the threshold by interpreting the definition of serious impairment to 
allow for “pain and suffering” claims by those with less-serious impairment. 

In response to the unlimited benefits under Michigan’s PIP system, the state established the Michigan 
Catastrophic Claims Association (MCCA) as a mechanism to spread the risk of catastrophic claims 
across the entire system. A per-vehicle charge is added to Michigan policies to allow the MCCA to 
provide payments for claims that meet certain severity thresholds. The annual assessment was $192 per 
vehicle in 2018, increasing to $220 in July 2019. 

One unique PIP benefit in the state is attendant care. This benefit compensates professional caregivers 
or family members for time spent with very seriously injured persons who cannot be left alone, such as 
those with traumatic brain injuries. For the catastrophic claims covered by the MCCA, attendant care 
accounted for more than one-third of all expenses (18 percent for care provided by agencies and 18 
percent for care provided by family members). In IRC’s 2012-closed claim data, 9 percent of all 
Michigan PIP claims reported home healthcare expenses, compared with just 1 percent in other states. 
Critics of the current benefit structure cite attendant care as an easily abused benefit when provided by 
family members. 

Michigan has one of the highest rates of uninsured motorists in the country, as measured by the ratio 
of uninsured motorist (UM) claim frequency to BI claim frequency. This ratio was 20 percent in 2015, 
compared with the countrywide ratio of 13 percent. Only three states (Florida, Mississippi, and New 
Mexico) had higher UM ratios in 2015. The Michigan Assigned Claims Plan provides PIP benefits to 
people injured in motor vehicle accidents when there is no automobile insurance available. In 2018, 
the total industry assessment to pay for this program was $272 million, or $37 per vehicle. The 
assessment grew 7 percent annualized from 2008 through 2018, significantly faster than the rate of 
inflation. 

Until recently, Michigan was one of only 10 states without a state agency dedicated to fighting 
insurance fraud. In September 2018, the governor created a new division within the state’s Department 
of Insurance and Financial Services (DIFS) to investigate acts of fraud in the insurance and financial 
sectors. 3 However, because the fraud authority was created by executive order rather than by 
legislation, it has no funding mechanism. 


’“Gov. Rick Snyder establishes anti-fraud unit within the Department of Insurance and Financial Sendees," MI 
Ncwswire, September 11, 2018, https://www.michigan.gov/minewswire/0,4629,7-136-3452-477151-,00.html 
(accessed April 3, 2019). 
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Michigan Ranks Third Among Least-Affordable States 


Affordability Index by State 

Auto Insurance Expenditures as Percent of Median Income 
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\ Source: IRC estimates based on 2013-t.o-2016 data from NAIC and U.S. Census Bureau 

As measured by the affordability index, Michigan is the third-least-affordable state for auto insurance, 
with an average index of 2.21 percent from 2013 through 2016. Countrywide, the index for that time 
frame was 1.60 percent. 

Michigan’s average auto insurance expenditure (total written premium for liability, collision, and 
comprehensive coverages divided by the liability exposures) was $1,215 during that period, 38 percent: 
higher than the U.S. average of $8823 Only 
three jurisdictions had higher expenditures 
(New Jersey, New York, and Louisiana). 

Moreover, average expenditures in 
Michigan grew 5 percent annualized from 
2011 through 2016, faster than in any 
other state. 

In 2017, the Federal Insurance Office (FIO) 
found that 72 percent of residents in 
Michigan’s majority-minority or low- to 
moderate-income ZIP codes had an 
affordability index greater than 2 percent, 5 
Countrywide, the percentage of such 
residents with an index above 2 percent was 
much lower at 16 percent. 


4 “Auto Insurance Database Report 2014/2015,” National Association of Insurance Commissioners, December 
2017, www.naic.org/prod .serv/AUT-PB-14.pdf (accessed March 29, 2019). 

'“Study on the Affordability of Personal Automobile Insurance,” FIO, January 2017, pp. 12-13, 
www'. treasury.gov/ initiatives/ fio/reports-and- 

notices/Documents/F!NAL%20Auro%20Affordability%20Srudy_web.pdf (accessed March 29, 2019), 
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Accident Rates in Line With National Averages 

Crashes per 100 Million Vehicle-Miles Traveled 
j * Property damage only * injury I® Fatality 
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Source: Michigan Department of State Police, Traffic Crash Statistics 


Unlike some other states with auto insurance affordability issues, Michigan's auto accident rates, and 
therefore its claim frequency rates, are below countrywide averages. According to government data, 
Michigan had a rate of motor vehicle fatalities in 2016 of 1.07 per 100 million vehicle-miles traveled, 

10 percent lower than the 1.18 rate for the U.S. as a whole. 

According to statistics from the Michigan State Police, the number of crashes in Michigan changed 
little from 2008 through 2017. When adjusted for the amount of vehicle-miles traveled in the state, the 
number of crashes fell slightly from 313 per 100 million vehicle-miles traveled in 2008 to .310 in 2017. 
The number of vehicle-miles and crashes can both be affected by economic conditions. The recession 
that began in 2007 hit Michigan especially hard, and the sluggishness of the recovery likely held down 
traffic statistics for several years. 

In Michigan’s unique environment, property damage 
claims are settled in a no-fault system. As a result, 
comparisons of the state’s trends in property damage 
liability or collision claims cannot provide a meaningful 
look at differences in accident frequency. 


Fatalities 
per 100 Million 
Vehicle-Miles Traveled 



Michigan U.S. 


Source: National Highway Transportation 
Safety Administration 
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High Average Loss Costs for PIP Claims in Michigan 

PIP Claim Frequency and Severity 
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Source; 1RC Trends report 

Consistent with lower-than-average crash rates, Michigan shows lower PIP claim frequency rates than 
the rest of the country: 0.82 claims per 100 earned vehicle-years in 2017, compared with 1.27 
countrywide. From 2007 through 2017, PIP claim frequency declined 1 percent annualized, with a 
significant dip during the recession that was followed by slow growth. 

The difference in frequency is eclipsed by the magnitude of PIP claim severity in a system with 
unlimited medical benefits. In 2017, the average PIP claim severity in Michigan was more than 6 times 
the countrywide level. Moreover, PIP claim severity increased nearly 7 percent annualized from 2007 
through 2017, nearly double the countrywide rate. 

Average loss cost is a function of how often 
claims are filed (claim frequency) and how large 
those claims arc (claim severity). For Michigan 
PIP claims, it is vastly higher than the 
countrywide average. In 2017, the average 
payment per vehicle, including those not 
involved in accidents, was $468 in Michigan, 
more than four times the countrywide average. 

Moreover, PIP average loss costs have increased 6 
percent annualized from 2007 through 2017, 
compared with 3 percent annualized growth 
countrywide. 
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Source: IRC Trends report 
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Bl Claim Frequency Rising and Pushing Up Bl Loss Costs 

Michigan’s no-fault law includes the strictest tort threshold in the country, designed to allow only 
seriously injured claimants to file Bl liability claims and be eligible to receive “pain and suffering” 
awards. Because of this, Michigan’s Bl claim environment features very low claim frequency and very 
high claim severity. The combination results in average loss costs for Bl claims that are considerably 
lower than the national average. In 2017, the Bl average loss cost in Michigan was $73 per insured 
vehicle, about half of the countrywide figure. However, from 2007 through 2017, annualized growth in 
the Bl average loss cost in Michigan outpaced average growth in the U.S. (5 percent compared with 3 
percent). Increased Bl claim frequency is mostly to blame. 

To facilitate comparisons between Michigan and countrywide trends over rime, Bl claim frequency and 
claim severity are indexed to equal 1 in 2007. In both Michigan and the U.S. as a whole, Bl claim 
frequency rates are down significantly from their peaks in the mid-1990s, reflecting a long-term trend 
toward safer vehicles. However, the patterns have diverged in recent years. For the U.S. as a whole, Bl 
claim frequency was relatively stable from 2007 through 2017. In Michigan, claim frequency dipped 
from 2007 to 2010 and then began to move sharply upward. From 2010 through 2017, claim frequency 
increased 7 percent annualized. Bl claim severity followed the opposite pattern, increasing from 2007 to 
a peak in 2010 and then declining slightly. Countrywide, Bl claim severity grew steadily over this 
period. 

The increased frequency and decreased severity of Bl liability claims suggests that Michigan’s strict 
verbal threshold has loosened. In a 2010 decision, McCormick v. Carrier , the Michigan Supreme Court: 
overturned a previous decision and in effect expanded the definition of “serious impairment of body 
function,” the most commonly used criteria for overcoming the no-fault threshold that bars claimants 
without serious injuries from filing to receive pain and suffering awards. 


Bl Claim Frequency Trend 
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Source: IRC Trends report 
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Impact of Very Large PIP Claims 


Two Measures of 
Average Total PIP Payment 
in No-Fault States 



Average Total PIP Payment 

By Size of Claimed Economic Losses 
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Source: 2017 IRC Auto injury Study 



Unlimited medical benefits and the subsequent large claims at the upper end of the payment 
distribution give Michigan the highest average payment for PIP claims among no-fault states. Among 
claims in IRC’s 2017 closed-claim study, Michigan's mean amount paid for PIP claims was more than 
double that of the next highest no-fault state (New Jersey) and 10 times the mean payment in the lowest 
four states. Because the very large claims in Michigan skew the data, the comparison looks quite 
different using median analysis instead of mean. The median payment among 2017 PIP claims in 
Michigan was actually lower than the median in five other no-fault states and the median for all no-fault 
states combined. 

Another way to look at the impact of large claims is to examine the average payment for different: levels 
of claimed economic loss. Among claimants with less than $10,000 in claimed medical expenses, lost 

wages, and other expenses, the average PIP payment in 
Michigan was actually lower than in other states. For 
claimants with losses between $ 10,000 and $50,000, 
the Michigan average was moderately higher. Among 
claimants with economic losses above $50,000, the 
average PIP payment in Michigan was five times the 
payment in all other states ($179,110 compared with 
$35,000). 

At the extreme end of the payment distribution, 
claimants with more than $250,000 in claimed 
economic losses accounted for just 3 percent of 
Michigan PIP claimants in 2017. In other words, a no- 
fault system with limits of $250,000 would have 
sufficiently covered 97 percent of claimants. In 2017, 
this top 3 percent of claimants accounted for 28 
percent of total PIP payments. 


Distribution of Michigan PIP Payments 

By Size of Claimed Economic Loss 

Payments to claimants with 
losses over $250,000 
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Payments to claimants with 
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Source: 2017 IRC Auto injury Study 
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Expensive Medical Treatment in Michigan PIP Claims 

The unlimited medical benefits in Michigan lead to differences in the profile of Michigan claimants. 
Previous IRC research showed that Michigan claimants were more likely than those in other states to 
experience some degree of temporary or permanent disability and to experience 10 or more days in 
which they were unable to perform their usual daily activities. 6 As a result, some significant differences 
existed in medical treatment reported. Moreover, many no-fault states have established fee schedules for 
medical sendees covered under PIP plans, with reimbursement amount usually tied to a workers’ 
compensation or Medicare fee schedule. Michigan’s PIP system does not include any such mechanism 

to help control cost or utilization, creating the 
opportunity for significant cost-shifting from 
other types of healthcare coverage. 

Looking at differences in medical utilization, 
Michigan claimants were somewhat less likely 
to have x-rays and significantly more likely to 
receive computerized tomography (CT) scans. 
Forty percent of Michigan PIP claimants 
received CT scans in 2017, more than double 
the rate among PIP claimants in the rest of the 
country. One Michigan PIP study found that 
the reimbursement for a neck CT was $262 
under Medicare, $419 under the state’s 
workers’ compensation schedule, and $1,820 
under no-fault. 7 

Tire most commonly used medical professional 
was an emergency room (HR) doctor; 58 
percent of Michigan claimants were treated by 
an HR doctor, compared with 35 percent of 
claimants elsewhere. Corresponding to the 
high utilization of CTs, the use of diagnostic 
radiologists was significantly higher in 
Michigan: 55 percent compared with 37 
percent in other states. Chiropractic and 
alternative medical treatment were less 
common in Michigan; 14 percent of Michigan 
claimants received chiropractic treatment, 
compared with 41 percent in other states. 

More research is needed to develop a more 
thorough and current understanding of the 
differentials in medical pricing and incentives 
for cost shifting and claim shifting. 


Medical Providers and Diagnostic Procedures 
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“Insurance Research Council, Affordability in Auto Injury insurance: Cost Drivers in Twelve Jurisdictions (Malvern, Pa.: 
Insurance Research Council, 2016), p 39. 

7 Citizens Research Council of Michigan, Medical Costs of No-Fault Automobile Insurance (Livonia, Mich.: Citizens 
Research Council, 2013), p. 7. 
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Attorney Involvement and Litigation on the Rise 

Previous IRC research has shown that 
attorney involvement in auto injury claims 
is often associated with factors that increase 
insurance costs. The rate of attorney 
involvement and litigation in PIP claims in 
Michigan has historically been lower than 
in many other no-fault states, most notably 
Florida and New York. However, the 
percentage of PIP claimants with attorneys 
has been increasing rapidly in recent years. 

It rose from 13 percent in 2012 to 18 
percent, in 2017. The increase in lawsuits 
filed has been even more dramatic, rising 
from 2 percent in 2012 to 14 percent in 
2017. 

The percentage of claims with attorney 
involvement is typically higher than the 
percentage with lawsuits. An IRC survey of auto injury claimants countrywide found that several other 
services provided by attorneys were more common than filing lawsuits. 0 These included filing insurance 
claims on the claimant’s behalf, negotiating settlements with the other driver’s insurer or the claimant’s 
own insurer, helping to arrange medical-bill payment while the claim was pending, and advising which 
doctors the claimant should use. 

Records from the state’s court system 
confirm the trend of increasing PIP 
litigation. According to statistics from the 
Michigan State Court Administrative 
Office, the number of auto-related lawsuits 
increased 78 percent from 2002 through 
2017. Most of that increase was from a 
flood of no-fault cases. In 2002, lawsuits 
over nofault insurance were fairly 
uncommon, accounting for just 5 percent 
of all civil cases. Most auto-related lawsuits 
involved injury tort claims. The number of 
nofault cases more than tripled over the 
next 15 years, accounting for 26 percent of 
all civil cases in 2017. Nearly half of the 
system’s civil caseload stemmed from auto- 
related cases. 


Auto-Related Lawsuits in Michigan 

Percent of AH Civil Cases 

* No-fault A* Injury tort 4 
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Source: Michigan State Court Administrative Office 


Attorney Involvement & Litigation 
Percent of PIP Claimants 
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Source: 2017 IRC Auto Injury Study 


insurance Research Council, Attorney Involvement in Auto Injury Claims, (Malvern, Pa.: Insurance Research 
Council, 2014), pp. 21-27. 

Insurance Research Council, Motivation for Attorney Involvement in Auto Injury Claims, (Malvern, Pa.: Insurance 
Research Council, 2016), p. 24. 
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Cost Drivers in Detroit 


in nearly every state, the auto injury claims 


of large metropolitan areas are quite 
different from those filed elsewhere in the 
state. On average, claims in metropolitan 
areas involve higher medical utilization 
rates, more frequent attorney involvement 
and lawsuits, and larger settlements. 

Michigan is no exception. In fact, Detroit 
often tops lists of the nation’s most 
expensive cities for auto insurance. 10 

Average Total Payment for 2017 PIP Claims 

By Metro Area 
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Among PIP claims closed with payment in 
2017, the average payment among 
claimants in the Detroit area was $51,235, 

30 percent higher than in the rest of the 
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state. 

Claimants in the Detroit area were more 

Source: 2017 IRC Auto Injury Study 



likely to hire attorneys and file lawsuits. 

Nearly half of PIP claims in the Detroit area involved attorneys, compared with 20 percent of claims in 
the rest of the state. Similarly, the percentage of claims that involved lawsuits was signi ficantly higher in 
Detroit than in the rest of the state at 41 percent compared with 12 percent. 

Similar to statewide trends, court data for Wayne County, Michigan, which includes Detroit, shows an 
explosion in no-fault litigation. The number of lawsuits involving no-fault claims nearly tripled from 
2007 through 2017. Nofault lawsuits accounted for 37 percent of the total civil caseload and more 
than half of the new civil filings in Wayne County circuit courts in 2017. 


Attorney Involvement in 20X7 PIP Claims 

By Metro Area 


Detroit Rest of state 
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Source: 2017 IRC Auto Injury Study 


!0 For example: Kyle Magin, “The Five Most Expensive U.S. Cities for Car Insurance,” March 8, 2018, 
htrps://www.dmv.org/articles/top-five'Citie^for-expensive-a»irO'insurance (accessed March 29, 2019). 
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List of IRC Publications 


7 IS Providence Rd. * Malvern, PA 5 9355-3402 • Phone: (61 0) 644-2212 • Fax: {610) 640-5188 -www.Insurance-RraMrch.org 
Publications listed here are available from the Insurance Research Council. 

Recent IRC Publications 

Please visit the IRC’s website at www.Insurance-Research.org for more information on the recent research listed below or any 
existing IRC research. 

Auto Injury Claims and Trends 

Auto insurance Affordability: Cost Drivers in Michigan, April 2019,10 pages. 

The report continues the IRC’s examination of key cost drivers in selected states. The specific factors driving high insurance 
claim costs can vary from state to state. This report looks specifically at injury claim severity, the impact of unlimited benefits, 
medical treatment, and attorney involvement. 

Trends in Auto injury Claims, 2019 Edition, February 2019,80 pages. 

This report examines the frequency, severity, and loss costs associated with auto injury insurance claims under the property 
damage and bodily injury liability and personal injury protection coverages from 1990 through 2017. Countrywide and individual 
state outcomes and trends are analyzed. 

Auto insurance Affordability: Cost Drivers in Florida, December 2018, 13 pages. 

The report continues the IRC’s examination of key cost drivers in selected stares. The specific factors driving high insurance 
claim costs can vary from state to state. This report looks specifically at accident frequency, injury claim frequency, medical 
treatment, attorney involvement, and some impacts from the 2012 PIP reforms. 

Auto Insurance Affordability: Cost Drivers in Louisiana, October 2018, 12 pages. 

The report is part of a larger body of IRC research examining the issue of affordability by identifying the key underlying cost 
drivers. The specific factors driving high insurance claim costs can vary from state to state. This report looks specifically at 
accident frequency, injury claim frequency, and attorney involvement. 

Third-Party Bad Faith in Florida’s Automobile Insurance System, 2018 Update, August 2018, 9 pages. 

Bad-faith lawsuits targeting automobile insurers in Florida impose a heavy burden on the state’s auto insurance system and 
auto insurance consumers. This report examines the effect that potential bad-faith settlements have on underlying claiming 
behavior in Florida. Estimates of additional claim costs attributable to the bad-faith legal environment arc included. 

Digitizing the Auto Insurance Customer Relationship, August 2018,44 pages. 

This survey report explores the degree to which customers want to interact digitally with their insurer and their expectations 
when they do so. Expectations when communicating with insurers to accomplish specific tasks are examined. 

Countrywide Patterns in Auto Injury Insurance Claims, April 2018, 59 pages. 

This closed-claim study is based on a sample of more than 80.000 auto injury claims paid in 2017 and examines trends in 
claim patterns, including injuries, medical treatment, losses and payments, the claim settlement process, and attorney 
involvement. The report compares 2017 data with results from similar studies conducted in 2012 and earlier. 

Motivation for Attorney Involvement in Auto injury Claims, November 2016,41 pages. 

This study examines the role of attorneys in the process of settling of auto injury' claims. In an online survey, respondents who 
were injured in auto accidents were asked about their experience, including satisfaction with the claim process, their decision 
of whether to talk to or hire an attorney, and the services provided by attorneys. 

Affordability in Auto Injury insurance: Cost Drivers in Twelve Jurisdictions, June 2016, 132 pages. 

1 his study identifies and documents the common and unique factors and conditions underlying rising auto injury insurance 
claim costs in .12 jurisdictions (Delaware, District of Columbia, Florida, Kentucky, Louisiana, Michigan, Mississippi, Nevada, 
New Jersey, New York, Rhode Island, and West Virginia). 

Trends in Auto Insurance Affordability, August 2015,48 pages. 

This report monitors trends in auto insurance affordability across states and over time using tire IRC’s auto insurance 
expendtrure-to-mcome ratio. Using Consumer Expenditure Survey data, the report also analyzes auto insurance affordability 
trends for low- to moderate-income consumers and inspects differences in affordability trends across various goods and services. 
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Fraud and Buildup and Auto Injury Claims, January 2015,48 pages. 

This report provides a unique perspective on claim abuse among auto injury claims closed with payment. Using 2012 closed- 
claim data, it describes the prevalence of fraud and buildup among the five main private passenger coverages and includes an 
analysis of different types of abuse, estimates of the excess payments attributable to fraud and buildup, and variations by state. 

Attorney Involvement in Auto Injury Claims, July 2014, 50 pages. 

This report uses data from the 2012 closed-claim study to examine trends in the rate of attorney involvement in auto injury claim; 
over time and across states. It also prorides details on the interaction between the presence of attorneys and cost drivers, such as 
medical treatment and claim abuse, and looks at how represented claimants fare compared with claimants without attorneys with 
respect to claim payment and time to settlement. 


Uninsured Motorists 

Uninsured Motorists, 2017 Edition, October 2017, 58 pages. 

This study examines trends in the percentage of uninsured motorists in each state basal on uninsured motorists and bodily injury 
claim frequencies from 2013 through 2015. This report includes previous estimates beginning in 1999. 

The Potential Effects of No Pay, No Play Laws, November 2012,31 pages. 

This study seeks to measure the impact of no pay, no play laws on the jx'rcentage of uninsured motorists. It also estimates the 
costs of noneconomic damages awarded to uninsured motorists in states that ha\e yet to enact such laws. The findings suggest that 
not only would a properly enforced no pay, no play law result in a moderate decrease in uninsured motorists, but it may also 
reduce auto insurance costs. 

Other Issues 

Smart Home Technology, January 2018, 40 pages. 

This study explores public interest in smart home technology and the willingness to accept devices and systems that involve 
sharing information about the status of the home with an insurance company. It also identifies program features that may 
encourage consumers to allow insurers to receive information about the status of their home. 

Public Understanding of Hurricane Deductibles, June 2017, 40 pages. 

This report examines public understanding of the nature and effects of hurricane deductibles and other special deductibles 
that are applicable to storm-related homeowners insurance claims. The study is based on a survey of privately insured 
homeowners in five coastal states. 

Attorney Involvement in Homeowners Insurance Claims in Texas, May 2017, 36 pages. 

This study examines a sample of closed homeowners insurance claims for property damage occurring from 2008 through 
2013, exploring t he distribution of the number of claims and the dollars paid across regions within the stare. The rate of 
attorney involvement is examined, with particular focus on claims stemming from wind and hail damage. The report 
documents the spread of attorney involvement across counties in Texas and provides estimates for the impact of continued 
increases. 

The Sharing Economy: Public Participation and Views, August 2016, 58 pages. 

This study examines public familiarity with and participation in the sharing economy. Also explored in the report are various 
insurance-related aspects of the sharing economy. The study is based on the responses of 1,105 participants in a survey fielded 
by GfK Public Affairs & Corporate Communications. 

Auto Insurance Telematics: Consumer Attitudes and Opinions, November 2015, 25 pages. 

This report explores consumer attitudes and opinions with respect to auto insurance telematics and usage-based insurance. 
The report finds that many drivers participating in the programs change their driving behavior in response to information 
provided by their insurance companies about their driving gathered with a telematics device. The report also confirms that 
many drivers are concerned about the privacy of their personal information. 

Shopping for Auto Insurance and the Use of Internet-Based Technology, June 2015,39 pages. 

This report examines how often consumers shop for auto insurance, how they go about shopping, the choices made after 
shopping, satisfaction with the shopping experience, and the use of internet-based personal technology when shopping for 
insurance. The report also looks ar differences in shopping behavior and technology use across demographic groups. 


© 2019, Insurance Research Council 


12 




340 


Auto Insurance Affordability: Cost Drivers in Michigan 


Insurance Research Council 


The Insurance Research Council is a division of The American Institute for Chartered Property 
Casualty Underwriters (The Institutes), a not-for-profit organization dedicated to providing educational 
programs, professional certification, and research for the property-casualty insurance business. The 
IRC’s purpose is to provide timely and reliable research to all parties involved in the public policy issues 
affecting risk and insurance, bur the IRC does not lobby or take legislative positions. The IRC is 
supported by leading property-casualty insurance organizations. 
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April 29, 2019 


The Honorable A1 Green 
Chairman 

Subcommittee on Oversight and 
Investigations 

House Financial Services Committee 
Washington, DC 20510 


The Honorable Andy Barr 
Ranking Member 
Subcommittee on Oversight and 
Investigations 

House Financial Services Committee 
Washington, DC 20510 


Dear Chairman Green and Ranking Member Barr: 

We write regarding the upcoming hearing in your subcommittee entitled, "Examining 
Discrimination in the Automobile Loan and Insurance Industries." As the trade associations 
representing the vast majority of the U.S. auto insurance market, we hope to provide a helpful 
perspective on behalf of our members. 

As you know, we strongly support the state-based insurance regulatory system and the states 
have continually demonstrated their ability to successfully regulate insurance underwriting and 
rate-setting practices. The 1945 McCarran-Ferguson Act codified and reinforced that regime. In 
enacting McCarran-Ferguson, Congress then and since has recognized that state officials are in a 
unique position to regulate insurance through a robust framework of state laws, industry-wide 
regulations, and individual company market-conduct exams, as applied by nearly 11,000 state 
insurance regulatory employees with a full toolbox of enforcement powers. While we appreciate 
Congress’ strong interest in protecting consumers, an interest shared by us and the states, we 
believe the states are in the best position to address concerns regarding insurance underwriting 
factors and rates. 

With regard to racial discrimination, we would like to be very clear that our members strongly 
oppose racial discrimination in all forms and take any allegations of discrimination extremely 
seriously. We look forward to a dialogue on any concerns that subcommittee members may have 
regarding the auto insurance industry. We firmly believe that auto insurers do not discriminate 
on the basis of race; the states have laws and policies to prevent it; and state officials work hard 
every day to protect consumers from racial discrimination and do not permit it to occur. Thank 
you for your consideration and please let us know if you have any questions or if we can be of 
further assistance to the subcommittee. 

Sincerely, 

National Association of Mutual Insurance Companies 
Independent Insurance Agents & Brokers of America 
National Association of Professional Insurance Agents 
American Property Casualty Insurance Association 
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The National Association of Mutual Insurance Companies is respectfully offering this statement 
to the United States House of Representatives Committee on Financial Services Subcommittee 
on Subcommittee on Oversight and Investigations for its Hearing on “Examining Discrimination 
in the Automobile Loan and Insurance Industries.” 

NAMIC is the oldest property/casualty insurance trade association in the country, with more than 
1,400-member companies representing 41 percent of the total market. NAMIC supports regional 
and local mutual insurance companies on main streets across America and many of the country's 
largest national insurers. NAMIC member companies serve more than 170 million policyholders 
and write more than $230 billion in annual premiums. Our members account for 54 percent of 
homeowners, 47 percent of automobile, and 32 percent of the business insurance markets. 

Insurance Scores and Auto Insurance 

Insurance scores (also called “credit-based insurance scores”) are confidential numerical ratings 
based in whole or in part on a consumer's credit ratings. Many insurers use these scores in 
conjunction with other factors to underwrite and price personal automobile insurance policies, so 
as to most appropriately match an offered rate to the risk represented. 

Insurance scores are not the same as credit scores. Credit scores predict credit delinquency while 
insurance scores are used to predict insurance losses. While both are based on an individual's 
credit report, an insurance score is a tool that actuarially predicts the risk of an insurance loss. 
While many factors are used in the overall underwriting process, when calculating the insurance 
score, information such as income, ethnic group, age, gender, disability, religion, address, marital 
status and nationality are not considered. 

Insurance underwriting and rating processes are designed to differentiate good risks from bad 
risks. To comply with state insurance regulations and offer competitive rates, an auto insurance 
company must be able to assess risks and price policies accurately according to the likely cost of 
claims generated by those policies. To be clear, insurers are prohibited from setting rates that 
unfairly discriminate against any individual by law in every state. 

Many insurance companies use insurance scores for underwriting and rating because there are 
recognized actuarial, academic, and scientific studies that prove there is a strong relationship 
between insurance scores and insurance losses. And just as insurance scores help insurance 
companies assess and price risks, so too can these scores help insurance customers'. Many 


1 http s:,7insu r ance . Arkansas, uov/uploads/resource/docunients/2017credit.pdf In 2016 for some 3.4 million personal 
lines policies, 54.5 percent of those policies had a decrease in the final premium. In 19.8 percent of cases, it resulted 

in an increase. Credit scoring was a neutral factor—meaning it did not affect the outcome-.in the remaining 25.7 

percent of policies. Policies for which credit information decreased the premium outnumbered policies for which it 
increased the premium by 2.76 to 1. 
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customers see lower premiums when carriers use insurance scores. 


Insurance scores are an actuarially proven tool for insurers to assess risk and the use of 
these scores serves policyholders 

Numerous studies have found that credit-based insurance scores help insurers to better assess 
risk and develop rates that are more actuarially accurate. These studies concluded that credit may 
be correlated more strongly with risk than other, more traditional factors used in underwriting 
and rating. The National Association of Insurance Commissioners has compiled an extensive list 
of studies, reports and surveys 2 3 validating the use of credit and other factors in Insurance. 
Subsequent reports by the state regulators of insurance in Arkansas 2 , Nevada 4 , Texas 5 , 
Vermont 6 , and Virginia 7 8 concluded that: 

• Using credit score, insurers can better classify and rate risks based on differences in 
claim experience, 

• Policyholders whose premiums are based on credit-related insurance scores tend to 
pay lower annua! premiums than policyholders whose premiums do not include 
insurance scores, 

• Most policyholders benefit from the use of credit scoring, and 

• For those policies in which credit played some role in determining the final premium, 
those receiving a decrease outnumbered those who received an increase by 2.45 to 1. 

Similarly, a Federal Trade Commission report to Congress, “Credit-Based Insurance Scores: 
Impacts on Consumers of Automobile Insurance 4 A Report to Congress by the Federal Trade 
Commission” in July 2007 concluded that credit-based insurance scores are effective predictors 
of risk for automobile insurance policies. The FTC found that using scores is likely to make the 
price of insurance conform more closely to the risk of loss that consumers pose, resulting, on 
average, in higher-risk consumers paying higher premiums and lower-risk consumers paying 
lower premiums. 

A 2016 study 9 by Georgetown University Law Center concluded that “insurance scores are 
predictive of risk because they operate as a rough measure of policyholders' “level of caution” 
and that “the widespread use of insurance scores in auto coverage stems from a simple fact: they 


2 https://wwvv.naic.ora/documents/comniittce$ c d auto insurance study vva related studies examining use credi 
t scoring.p df 

3 https://insurance.arkansas.gQv/uploads/resotirce/documents/2017credit.pdf 

4 Report on the Use of Consumer Credit and Loss Underwriting Systems,” Nevada Dept, of Business & Industry, 
Division of Insurance (2005) 

5 https://tdi.texas. gov/reports/d oc ume nts/cred itO5 sup.pdf 

6 Vermont Department of Financial Regulation: Study of Credit-Based Insurance Scoring (2016). 

7 https://rgaJis.virginia.gov/Published/20 i 6/RD331 

8 https://rgaJis.virginia.gov/Published/2016/RD331 

9 httns://scholarshipJaw .g corgetown.edu/cgi/viewcontent.cgi7article : =2530&context-faepub 
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are predictive of claim risk.” A study 10 out of the University of Texas Bureau of Business 
Research at the McCombs School of Business found: “The correlation between credit score and 
relative loss ratio is .95, which is extremely high and statistically significant. The lower a named 
insured's credit score, the higher the probability that the insured will incur losses on an 
automobile insurance policy...” An EPIC Actuaries, LLC study" found: “Insurance scores are 
among the three most important risk factors for each of the six automobile coverages studied.” 


Insurance scoring does not have a disparate impact or discriminate based on protected 
classes 

Auto insurance, by its very nature, discerns between low risk and high risk. Individuals that an 
insurer concludes to present lower risks of loss pay less per unit of insurance than individuals 
who present higher risks of loss. Insurance companies invest huge amounts of money and 
resources into analyzing loss data and developing pricing strategies. Insurance actuaries rely on 
accepted principles and standards of practice to make these determinations. State insurance 
regulators then review these rates to prevent rates that are inadequate, excessive, or unfairly 
discriminatory, and to ensure that the risk classifications are based upon supportable actuarial 
evidence. Ratemaking then is a process of risk discrimination, but in the words of one federal 12 
court, "risk discrimination is not racial discrimination." 2 

Perhaps the most authoritative review of this issue has been performed by the Missouri 
Department of Insurance, “Financial Institutions & Professional Registration report on Private 
Passenger Automobile Insurance: A Review of The Market In Missouri” 13 , which looked at 
questions of affordability and availability of automobile insurance and analyzed 30 years of 
monitored insurance prices. The department’s 2018 report concluded that no evidence has been 
found that high minority areas are systematically overcharged relative to risk compared to low 
minority areas. Further, no evidence indicated that high minority areas are charged more relative 
to risk, nor is there an association between loss ratios and area income. 

The specific question of whether insurance scoring produces rates that are unfairly 
discriminatory was also considered by the Michigan Supreme Court in 2010. The Court 14 struck 
down a prohibition on use of credit scores, noting that a rate is not unfairly discriminatory if 
there is a “reasonable justification” for the differential in rates “supported by a reasonable 
classification system” and that there was a direct, linear relationship between insurance scores 


]t) A Statistical Analysis of the Relationship Between Credit History and Insurance Tosses, Bureau of Business 
Research, The University of Texas at Austin. March 2003 


https 

/7ww\v.ask-epic.c , om/Publications/Relationship%20of 1/ o20Credit%20Scores 062003.pdf 

https 

//w\vw.iustice.aov/sites/default/files/crt/lesacv/2010/12/14/saunders.pdf 

https 

//insurance.mo.cov/reports/documents/PrivatePasseneerAutomobilelnsurancelnMOrev7-l 1-2017.pdf 

hups 

//media.lockelord.com/fiJes/uoload/Jns Institute of Mich v Commr Fin Ins Svcs.pdf 
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and risk for automobile policies. The Court concluded that the prohibition of insurance scoring 
would make insurance both less available and less affordable to Michigan residents. 

The Michigan Court also rejected contentions that credit reports are inherently unreliable and 
their use therefore results in misclassification of policyholders. There are numerous state and 
federal provisions that provide consumer protection against credit reporting problems. The Fair 
Credit Reporting Act gives consumers new fraud and identify-theft protections. It allows them to 
opt out of information and entitles one free credit report a year upon request from the three major 
credit reporting agencies, Equifax, Experian and TransUnion. Consumers can obtain, examine 
and propose corrections in their free reports from a service 15 funded by the three agencies. 

While the 2016 study by Georgetown University Law Center further concluded that insurance 
scoring does not necessarily have a disparate impact on low income policyholders, there have 
been recent media reports using flawed methodologies to purport that insurers were charging 
statistically significantly higher premiums in predominantly minority zip codes. The discussion 
is significantly compromised by conflating “compositional effects" (risk differences associated 
with individuals residing in an area) with “area effects” (the risk arising from characteristics of 
the area itself, such as traffic density). More seriously the selection of a subset of ZIP codes for 
analysis introduced a strong statistical bias into the analysis. Namely, the subset of low-minority 
ZIP codes was composed of predominantly rural, sparsely populated areas with little to no 
statistical credibility and anomalously high losses. 

Regulation of Insurance Scoring is a State Authority 

States have stringent anti-discrimination provisions in genera! and specifically with respect to 
insurance. There is no data to indicate that these provisions or their enforcement have been 
inadequate or lacking in any aspect. Existing federal anti-discrimination provisions may apply as 
well. 

Several states have adopted laws on credit or regulations based largely on the National 
Conference of Insurance Legislators’ model law, and other states have enacted laws that closely 
follow NCOIL's provision that prohibits an insurer from denying, canceling, or nonrenewing a 
policy of persona! insurance solely based on credit information without consideration of any 
other applicable underwriting factor independent of credit information. 

Finally, any federal law or regulation that would prohibit or limit the use of insurance scoring is 
contrary to and prohibited by the McCarran-Ferguson Act, which was passed by Congress in 
1945 to ensure the preeminence of state regulation of insurance. Under the act, "No Act of 
Congress shall be construed to invalidate, impair or supersede any law enacted by any State for 


!5 hiips:// \vww.ann ualcreditreporl.com/mdex.action 
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the purpose of regulating the business of insurance, or which imposes a fee or a tax upon such 
business." The McCarran-Ferguson Act gives primary authority over insurance regulation to the 
states. It is imperative that stability in insurance marketplaces is achieved for the benefit of all 
consumers. Altering longstanding usage of actuarial sound principles for companies to legally 
price the risk they undertake can have dramatic and unintended consequences. 

Conclusion 

Objective analysis and research have shown that insurance scores are a proven actuarial tool for 
insurers to assess risk, and that the use of these scores more often than not serves to benefit 
policyholders. Similarly, objective analysis has disproven claims that insurance scores have had 
discriminatory or disparate impact on protected classes. Further, state-based insurance regulation 
provides an ample and time-tested framework for oversight in this area, which is properly 
preserved for the states and therefore. 
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Written Statement of the National Automobile Dealers Association 
Submitted For the Hearing On 

“Examining Discrimination in the Automobile Loan and Insurance Industries” 

Before the Subcommittee on Oversight and Investigations of the 
Committee on Financial Services U.S. House of Representatives 
May 1,2019 

The National Automobile Dealers Association (NADA) is a national trade association representing more 
than 16,000 franchised new car and truck dealers that collectively employ more than I million 
individuals. 1 NADA is pleased to submit comments for the record to explain how dealer-assisted 
financing expands credit access and helps make vehicles affordable for consumers. 

As the Subcommittee examines studies related to auto financing, NADA respectfully urges Congress to 
carefully analyze the data some organizations have released, since there are numerous examples of 
outdated, incomplete, and misleading research regarding fair lending concerns that do not accurately 
represent the current auto finance market. 

NADA strongly supports fair-lending protections and has promoted vigorous compliance with our 
nation's fair credit laws (see attached “Our Commitment to Fair Credit"). The dealers' commitment to 
fair lending is demonstrated by the voluntary creation, implementation and promotion of NADA’s 
proactive Fair Credit Compliance Program 2 , based on a Department of Justice (DOJ) model, which 
effectively manages fair credit risk while preserving discounts on credit for legitimate business reasons, 
such as meeting consumer budget constraints and competing offers. NADA, the National Association of 
Minority Automobile Dealers, and the American International Automobile Dealer Association jointly 
released this program, and numerous fair credit experts across the country have endorsed this approach. 

We appreciate the opportunity to provide additional material to ensure the Subcommittee’s oversight 
includes balanced information and considers the benefits of a competitive marketplace for all vehicle 
buyers. 

Dealer-Assisted Financing Makes Credit More Accessible and Affordable for Consumers 

Dealer-assisted financing (which is also referred to as “indirect financing”) promotes competition and 
vehicle affordability for consumers. This is true for many reasons including the overall efficiency of the 
model and the fact that auto dealers have relationships with a wide variety of banks, credit unions and 
finance companies. The result of all this is that dealers can offer consumers competitive financing right 
at the dealership. Dealer-assisted financing allows consumers to benefit from dealers’ access to many 
lenders (including lenders the consumer could not access directly), all vying to provide vehicle financing 
to consumers. 3 


1 NADA members are primarily engaged in the retail sale and lease of new and used motor vehicles, and engage in automotive service, 
repairs, and parts sales. Last year America's franchised new car and truck dealers sold or leased more than 17 million new ears and light 
duty trucks. NADA members operate in almost every congressional district in the country, and the majority of our members are small 
businesses as defined by the Small Business Administration. 

} https://www.nada.org/WorkAreti/DownjoadAsset.aspx?id=2147483H176 

J Dealers create the competitive market where lenders such as a banks and credit unions compete against other lenders, and dealers compete 
against other dealers for consumer business. Dealers' ability to meet or beat competing offers generates downward pressure on all prices as 
other lenders in the market know the dealer can negotiate down to win the sale. 
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in this indirect financing model, the dealer absorbs the retail costs of marketing and distributing the loan, 
costs which but for the dealer the ultimate lender would need to incur itself. 4 The consumer often 
benefits because the dealer is typically more efficient in overseeing those localized costs and the dealer 
has the flexibility to discount its retail margin by lowering the consumer's APR to beat a competing 
offer or to fit the customer’s budget. Dealer-assisted financing routinely provides vehicle buyers with 
better finance rates than they could get on their own from a bank or credit union. 

The Current Competitive Market for Indirect Auto Finance Facilitates Interest Rate Discounts 


Indirect auto lenders impose maximum contract rates, caps that limit dealer compensation for arranging 
dealer-assisted financing. Dealer compensation caps for indirect auto financing have been nearly 
universally present for more than a decade. 5 These caps provide a dealer financing market that operates 
under a competitive “mark-down” system. The finance source underwrites and funds the auto loan and 
sets the maximum annual percentage rate (APR) based on the borrower’s credit history. The dealer 
either offers that maximum rate or discounts it to meet market competition and benefit the consumer. 
Moreover, the strong competitive forces of the vehicle finance marketplace also operate to keep both 
APRs low and dealer compensation, on average, well below these caps. 6 

In 2013, the Consumer Financial Protection Bureau’s (CFPB) issued auto finance guidance 7 that 
pressured auto lenders to eliminate or limit a dealer’s ability to discount credit for consumers. The CFPB 
guidance attempted to change the $1.1 trillion auto loan market and limit market competition without 
prior public comment, using flawed analytical methods and without studying or considering the impact 
of the guidance on consumers. 8 By limiting market competition, the CFPB’s policy would have 
increased the overall cost of auto loans for consumers and potentially pushed the marginally 
creditworthy out of the auto market. 

In 2018 Congress passed S.J.Res. 57 with bipartisan support to disapprove the CFPB auto finance 
guidance and preserve the ability of a dealer to cut into its own retail margin by discounting the APR 
offered to consumers to finance vehicle purchases. The resolution was similar to H.R. 1737, which also 


J olograph ic - https://www.nada.Org/assets/0/21474836471/21474836597/21474836680/21474836902/21474837018/3791 c544-31 d2-4afd> 
9a2c-3424ac5a077d.jpg 

'' Dealer participation/’ or “dealer reserve,” is the retail margin a dealer may cam for originating an indirect auto loan. In other words, it is 
the retail return on a dealer’s investments for absorbing the costs related to serving as the “storefront” for indirect lenders. Like every other 
lender, the dealer receives this compensation for performing the essential retail distribution for this financing. These costs include salaries 
for dealer finance staff, point of sale compliance, software, utilities, and other overhead. 

•' In the hue 1990s and early 2000s lawsuits were brought against auto finance companies (not dealers) alleging disparate impact, 
unintentional discrimination, in auto lending. Serious questions were raised about the quality of the data and the legitimacy of the statistical 
analyses that formed the basis of the claims. Nonetheless, those cases were settled and the settlements included caps on dealer 
compensation. 

Importantly, notwithstanding that the settlement agreements that first established the caps at that handful of lenders that entered into the 
settlements have all now'expired, these caps have remained in place and are now standard in the industry' for virtually all lenders including 
the overwhelming majority that were not involved in the litigation. Moreover, in many instances, today’s caps are significantly lower than 
the caps that were agreed to in the original settlements. Assertions that there are no caps in the marketplace today are simply (and grossly) 
erroneous. 

6 For example, a robust refinancing market exists in auto finance. The existence of this market further disciplines the pricing that is offered 
when auto loans are first originated because, if the auto loan carries an APR that is above-market, it will easily be refinanced and the 
original lender will lose the business that the original loan represented. 

7 CFPB Bulletin 2013-02, issued March 21, 2013: http://files.consumerfinance.gov/f720I303_cfpb_tnarch -Auto-FinanceBulletin.pdf 2 

8 In response to a letter sent by 22 Senators on this topic, the CFPB acknowledged that it never studied how eliminating a dealer’s ability to 
discount credit would affect the cost of credit paid by consumers. (Ixtter from the Hon. Richard Cordray, Director, CFPB to Senators 
Portman (R-OI1) and Shaheen <D-NH) (Nov. 4, 2013.) 
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would have rescinded the CFPB auto finance guidance and which passed the House in 2015 with the 
support of 88 House Democrats. NADA supported both H.R. 1737 and S.J.Res. 57, because both 
measures were advanced to both to ensure that proper procedures were followed in setting government 
policy in this area and, ultimately, to keep auto credit accessible and affordable for consumers. 
Significantly, S.J.Res 57 was a narrowly-tailored resolution that did not amend, change or impair the 
enforcement of any fair credit law or regulation. 

Careful Review of Auto Finance Claims and Data Is Warranted 

Congress is encouraged to closely review the statistics and other data used to allege fair credit issues 
since some organizations have circulated outdated, incomplete, and misleading research regarding the 
current vehicle loan market. For example, the National Consumer Law Center (NCLC) uses charts with 
outdated data to allege disparities in auto loans that are in some cases nearly two decades old and do not 
reflect the current auto finance market. 

The NCLC bases its claims on allegations and obsolete sales data (ranging from January 1994 to 
September 2003) before auto lenders imposed caps that limit dealer compensation. This chart sets out 
data for a market that no longer exists. 9 

Another example of a flawed study that is frequently cited is the Center for Responsible Lending (CRL) 
report entitled ‘ ‘Non-Negotiable” which made inflammatory allegations regarding auto loans yet fails to 
factor in an individual’s creditworthiness when determining a loan’s interest rate. Since the 2014 CRL 
report did not consider the creditworthiness of the borrower, it is statistically meaningless. 

Comparisons of credit are only statistically valid if borrowers are similarly situated (i.e., apples to 
apples). CRL instead cherry-picked minority respondents who (1) had, according to the report, “poorer 
credit than whites,” (2) had lower incomes, (3) purchased a higher percentage of used cars, and (4) 
borrowed more on average than the non-minority respondents. 10 When the minority respondents claimed 
to pay a higher interest rate, CRL ascribed the reason solely to discrimination, instead of the fact that 
borrowers with poor credit pay higher interest rates than borrowers with excellent credit because of the 
greater risk. In fact, CRL's report itself acknowledged that its results “do not necessarily demonstrate 
discrimination.” 11 

In another widely discredited study, entitled Under the Hood, CRL has also alleged that dealer-assisted 
financing “lead[s] to more expensive loans.” Yet CRL did not provide any evidence in their report that 
dealer-assisted financing is more expensive than auto financing available from banks or credit unions. 12 
In fact, what evidence exists shows that APRs are lower in indirect auto loans than in direct auto loans 


9 The original version o f the chart that was circulated by the Subcommittee omitted important introductory material that appears on t he 
version of the chart posted on the NCLC website. That introductory material confirms that the data included is “from the late 1990s to early 
2000s." https://wvvw.nclc.org/iroages/pdf7car sales/ib-auto-dealers-racial disparities, pdf The Subcommittee’s memo was later corrected 
and confirms that the entire chart ONLY depicts data from the era before caps on dealer compensation were imposed - and thus is not 
relevant to today's market. 

10 Center for Responsible lending. “ Non-Negotiable " (Jan. 23,2014) at 8,9. 
n id. at 9. 

12 A point-by-point rebuttal of the Under the Hood report can be found here . 
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for similarly situated borrowers. 13 This is the case for many reasons, including that the costs of 
providing indirect financing are lower than those of direct lending and that a dealer's access to many 
lenders vying to provide financing to consumers often provides car buyers with better finance rates than 
they could get on their own. It should be noted that CRL is an organization “closely affiliated” 14 with 
the Self-Help Credit Union, an auto lender that directly competes with auto dealers. 

A study by the National Fair Housing Alliance attempts to draw similarly unsubstantiated conclusions 
from sixteen cherry-picked auto shopping interactions, not from completed sales transactions. In a 
market with 17 million new sales annually, sixteen shopping transactions is such an insignificant sample 
size that the “study” is deprived of any statistically relevant significance. Also, the methodology of the 
study is not sufficiently explained to warrant specific conclusions about the price of financing. 
Furthermore, in several of the matched pairs transactions, the white testers would have paid more than 
the non-white testers, thus further eroding the study’s value as evidence of widespread discrimination. 
Finally, the study did not use identically situated test subjects with debt to income ratios, incomes, etc. 1:1 

NCLC research also criticizes vehicle products such as service contracts and GAP (guaranteed asset 
protection) insurance but all the claims in the study are based on the review of data from ONE provider 
in the industry in 2012, as their footnote in Appendix B notes. Also, the NCLC alleges that these 
products are sold as mandatory- products when in fact these products are voluntary. For these products to 
be included in the amount financed on a retail installment contract, the cost of the products must be 
separately stated in the contract and the consumer must separately consent to purchase the product. 
Lastly, this NCLC study has never been peer reviewed and the underlying data has never been released. 

Finally, even some of the methods employed by the government need to be carefully reviewed. In 
issuing its 2013 guidance, the CFPB used a flawed method for identifying the background of consumers 
since their analysis was based solely on a borrower's zip code and last name. 16 

The Bayesian Improved Surname Geocoding (BISG) proxy methodology was designed to identify the 
backgrounds of specific populations, not to ascertain the specific background of an individual. 17 A non¬ 
partisan study by Charles Rivers Associates of the CFPB's use of the methodology found a 41% error 
rate for classifying the background of a significant group of consumers. As noted above, even the 
CFPB's own revie w of its analysis revealed a 20% error rate for the same group. 18 Additionally, the 


13 NADA Comments to Federal Trade Commission re: Motor Vehicle Roundtables, Appendix A (Mar. 30, 2012), available at 
https://www.tk.ttov/sites/dorault/files/docunTcnts/ptihlic comments/puhlic-roundtablcs-protcctina-consumer.s-sale-ancl-lcasina-molor- 
veh icles-pr oie et-no.p 104811 -0 01 05/00105-82872.pdf . 

14 Center for Responsible Lending, “ Non-Negotiable '' Jan. 2014. p. 31. 

15 A correct fair lending analysis must identify and compare similarly situated consumers by holding constant variables such as the amount 
financed; trade-in value; competition in the local market; market conditions; demand and desirability for the vehicle; the consumer's 
payment capacity; and whether the car is new or used. 

‘Hinder previous leadership, the CFPB failed for three years to provide Congress policy analysis and answer direct questions to 
substantiate the guidance. Despite receiving 13 letters from Congress, signed by over 90 bipartisan Members and Senators, the Bureau 
never explained their analysis supporting the elimination of consumer discounts or fully answered fundamental questions raised by 
Congress. 

17 https://w vwv.iatimes.eom/busii'ies.s/la-fi-rand-ellioti-20160824-snap-storv.html . 

iX Using publicly available information to proxy for unidentified race and ethnicity: A methodology and assessment (2014), Tabic 10. 
https://fiies.consumerjmanc e.gOv/ f/20i409 cfpb report proxy-methodology .pdf. 
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Charles River study revealed that CFPB’s analysis was “conceptually flawed and subject to significant 
bias and estimation error.” 

The study noted that for a correct fair lending analysis, the CFPB must ensure the consumers compared 
are similarly situated by holding key variables constant, including the following: (1) the amount 
financed; (2) trade-in value; (3) competition in the local market; (4) market conditions; (5) demand and 
desirability for the vehicle; (6) consumer’s payment capacity; and (7) whether the car is new or used. 
Also, manufacturers provide dealers sales incentives that can operate to motivate a dealer to arrange 
financing a car at a discount or loss in order to achieve certain sales goals, if this factor is present, it 
must be taken into consideration as a dealer often has a vested interest in selling the car at a financing 
discount both to make the sale and to create customer loyalty that results in return business for parts, 
service, and future car purchases. 

The Charles River study found that the CFPB’s findings of variations in interest rates were significantly 
overstated and failed to consider legitimate and lawful factors, such as budget constraints and competing 
offers, which explain why a dealer may discount an interest rate and why prices vary from consumer to 
consumer. 19 Especially in the context of this hearing, it is important to note that a rebuttal of the 
comprehensive Charles River study has never issued. See also Fair Credit for Auto Loam: Too 
Important to Get Wrong. 20 

Why then did Ally Bank settle with the Department of Justice and the CFPB, when the CFPB was using 
a flawed methodology for identifying the background of consumers? Unfortunately, Ally could not rebut 
the CFPB’s assertions because the Bureau refused to inform Aliy how it had calculated fair lending 
bias. 21 

Additionally, the CFPB is a powerful regulator with tremendous leverage over lenders, and but for 
several factors, which were unrelated to the auto lending issue, it is unclear whether Ally Bank would 
have settled with the CFPB: 

According to Ally’s then-CEO, Ally was motivated to settle with the CFPB because of “...a desire to get 
the consent order behind it so it could move forward on other urgent business.” 22 That urgent business 
included getting the Federal Reserve Board to approve Ally's application to become a financial holding 
company, enabling Ally to continue offering insurance products and services that Ally might have been 
forced to discontinue. According to the Wall Street Journal, “Standard & Poor's Ratings Services... 
warned it would potentially lower the company's ratings if it failed to secure financial holding company 
status.” 23 Ally’s application was approved three days after Ally signed the consent order, and “the CFPB 
was one of a number of regulators that had input on the Federal Reserve's decision on financial holding 


Charles River Associates. Fair Lending Implications for die Indirect Auto Finance Market at 4 (Nov. 2014). 
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company status.” 24 

Ally Bank was also motivated to settle because of its impending initial public offering. CFPB was aware 
of this fact, as the federal government owned 64 percent controlling interest in Ally Bank at the time. 
The then-CEO of Ally Bank told the press, ”[n]o investor publicly was going to invest in us unless we 
got financial holding company status. And we could not do that without coming to terms with the 
CFPB.' 125 On March 27, 2013, Ally announced an IPO where the U.S. government “would sell the bulk 
of its stake in the company.” 26 

Conclusion 


We end our comments to the Subcommittee where we began. In addition to analytical points we have 
raised, NADA would like to reiterate its strong commitment to fair credit. And we not only publicly 
state our position, we proactively provide our members with the tools they need to help implement this 
approach. From our Fair Credit Compliance Policy and Program to our extensive training and 
educational offerings to our recently released Voluntary Protection Products Policy and Program, 
NADA stands ready to help ensure that the vehicle financing market both addresses fair credit concerns 
and retains the flexibility needed to ensure that consumers can get competitively-priced, affordable 
credit. 

NADA looks forward to working with the Subcommittee to keep auto financing competitive and to 
assist consumers and their families as they seek affordable transportation. 


Attachments: 

NADA: Our Commitment to Fair Credit 

Fair Credit for Auto Loans: Too Important to Get Wrong 
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NIDI 


Our 

Commitment 
to Fair Credit 


by PETEK WELCH, NADA 



Tn today’s market, America’s new car and truck dealerships sell around 50,000 new 
A cars and trucks a day. Consumer access to affordable credit at dealerships, and 
interest rate discounts that local dealerships can provide their customers, are keys 
to driving those sales. Congress recently repealed a lending guidance issued by the 
federal Consumer Financial Protection Bureau (CFPB) that threatened to adversely 
affect dealer competition and consumers' access to interest rate discounts. The 
guidance was repealed because of serious agency process concerns, and because 
it inadequately recognized that dealerships can provide competitive credit while 
fully adhering to our nation's fair credit laws. NADA is firmly committed to helping 
dealerships achieve both key objectives. 


Adherence to non-discriminatory access to 
credit remains a core value for America's new 
car and truck dealers. Simply put, the CFPB 
guidance is gone, but the anti-discrimination 
laws governing lending, like the Equal Credit 
Opportunity Act (ECOA), are not. The fair credit 
laws that govern dealer conduct remain part 
of the fabric of the law. Beyond the law, those 
statutes underscore a moral imperative to avoid 
discrimination and to treat all customers fairly 
and with respect. 

Four and a ha lf years ago, based on our twin 
commitments to competitive credit and fair 
lending, NADA partnered with the American 
International Automobile Dealers Association 
(AIADA) and the National Association of Minority 
Automobile Dealers (NAMAD) on a simple but 
incredibly important initiative. We sought to 
develop a compliance framework, available to all 
dealers on a voluntary basis, that enhances the 
ability of participating dealers to comply with 


our nation's fair credit laws while retaining the 
flexibility needed to meet the borrowing needs of 
the nation’s car buyers. 

Recognizing the need to promote these 
important goals, we re-examined a crucial 
question: Can fair lending compliance and 
consumer interest rate discounts coexist? 
Fortunately, the U.S. Department of Justice (DO|), 
which had also been considering the issue for a 
long period of time, clearly determined that the 
answer was “yes.’’ 

Building on that conclusion, we developed 
a program that promotes compliance by better 
structuring the exemption-based discounting 
system that has long been the hallmark of 
an ECOA-compliant indirect auto financing 
market. The improved approach was designed 
to ensure that discounting remained possible 
but only in ways that assured that similarly 
situated people were treated the same. 


In 20!?, 85. 1 % of new-vehicle buyers and 
53.8% of used-vehicle buyers financed 
(heir purchases. 


85 . 1 % 53 # 


TOTAL U.S. AUTO I.OAN BALANCE 
(2013-2017) 

S 8GQB 2013 

$ 886B ?ot4 
S 987B ?o:s 
S 1.1T»W 
S 1.2T ?cu 


(new/used units and loan/lease) 


Peter Welch is President & CEO of the National Automobile Dealers Association. 
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regardless of race, national origin, religion, sex, age, or other 
protected characteristics. 

i low did we come up with this framework for maintaining fair 
credit, compliance while preserving discounting? We didn't— 
the D01 did. 

In 2007, the DOf entered into consent orders with two 
dealerships to resolve allegations of fair credit violations. These 
allegations were remarkably similar to the more recent ones 
brought against indirect finance sources by the CFPB. 

Importantly, these DOI consent orders did not eliminate either 
dealer participation or a dealer's ability to offer discounts. Instead, 
to permit consumers to continue receiving the tremendous 
benefits of discounting, the consent orders required the dealers to 
standardize the initial amount of dealer participation included in 
all retail installment sale contracts, and allowed deviations from 
that standard amount only in the presence of a legitimate business 
justification, such as a competing credit offer from another lender 
or a monthly budget constraint on the part of the customer. 

It was a well-balanced and effective solution. Which is exactly 
why the NADA/A1ADA/NAMAD Fair Credit Compliance Policy and 
Program (the Program) further operationalizes the DO I framework 
and makes it available to all dealers. lust like the DOI consent 
orders, the Program’s approach takes race and other protected 
characteristics out of the equation entirely; it calls for a dealer 
who adopts the Program to standardize the amount of dealer 
participation for every customer, and only allows that dealer to 
deviate in one direction (downward), and only in response to a 
legitimate business reason—like marking down a rate to meet a 
competing offer or monthly budget constraint—that has nothing to 
do with race or any non-business factor. 


NADA believes the Program represents the best approach to 
promote compliance with ECOA while preserving enough flexibility 
to allow customers to continue leveraging the overwhelming 
benefits that are produced by today’s intensely competitive 
vehicle financing market. Dealerships that implement the Program 
reduce their discrimination liability risks under ECOA, and it. is 
also unquestionably the right thing to do. Treating customers 
in a fair and consistent manner and strictiy abiding by all anti - 
discrimination laws are central to the mission and success of 
franchised auto dealers everywhere. The Program reflects an 
unambiguous commitment to both of these principles. 

For these reasons, much of our focus is on making the Program 
even easier to implement t hrough partnerships with providers 
such as CU Direct, Deaiertrack, and RouteOne. Thanks to these 
arrangements, the Program can easily be integrated into the F&l 
operations of participating dealerships, as well as automated. 1 am 
confident that we will see additional progress on this front in the 
coming months. 

As long as i am President and CEO of NADA, I wii! continue to 
encourage every franchised dealer and dealership group to adopt 
and implement our Program, i will also continue to seek additional 
bipartisan support among federal policymakers--regardless of 
which party is in power—and encourage them to embrace the 
Program as the best way to ensure fair credit compliance in 
auto financing. 

In the meantime, it is up to our industry to lead the way. We 
have at our disposal a way to affirm our commitment to abide by 
some of our nation's most important laws while doing right by our 
customers. That's a commitment that every dealer should be proud 
to get behind. 5B 
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FAIR CREDIT FOR AUTO LOANS 

TOO IMPORTANT FOR THE CFPB TO GET WRONG 



H The CfPB is using an 
^ analysis for determining 
the background of borrowers it 
knows to be flawed. 


Up its analysis does not 
^ compare customers that 
are similarly situated (alike in 
relevant ways). 


j£9 It fails to account for 
^ legitimate, competitive 
business factors that may 
explain pricing differences. 


The CFPB's fair credit initiative to eliminate or limit a dealer's ability to discount auto loans for | 
consumers has several fundamental flaws, including three major problems: 


PROBLEM 1: 

The CFPB’s Consumer To evaluate whether dealer discounts for consumer auto loans adversely affects one group 

Analysis is Flawed relative to another even when consistently applied, an analysis must first determine who is a 

member of a protected class (such as race, national origin, etc.). To determine a borrower’s 
background, the CFPB relies on a method that: (i) was not designed to determine the 
background of individual borrowers; and (2) if knows to be flawed. 


Flawed CFPB Method 



Borrower ZIP Code Borrower Last Name 


Error Rate 


A non-partisan study by Charles River 
Associates found a 41 percent error rate for 
classifying a significant group of minority 
consumers. The CFPB’s own review revealed 
a 20 percent error rate for the same group. 



Error rate 
found by study 


Error rate 
admitted by CFPB 
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PROBLEM 2: 

Analysis Fails to 
Compare Customers 
that are Similarly 
Situated 


A proper fair credit examination must ensure that consumers being compared are both 
appropriately classified as belonging to a protected group {based on race, national origin, etc.) 
and that those consumers are similarly situated. For example, the CfPB does not compare 
customers that are alike in relevant ways since it does not take into account factors not related 
to a consumer’s background that may impact loan rates, such as whether a consumer is buying 
a new or used car or different geographic markets. 


Proper Method 


fffff 

ffftt 


Belonging to a protected 
group {based on race, 
national origin, etc.) 


© 


Alike in relevant ways 
(similarly situated) 


PROBLEM 3: 

The CFPB Fails to 
Look at Legitimate 
Business Reasons 


Even if the CFPB accurately classifies the background of a borrower, and then does an "apples 
to apples” comparison of borrowers, the Bureau would still need to take into account "legitimate 
business reasons” for any pricing differentials. In 2007. the Department of Justice recognized 
seven legitimate business reasons for dealers discounting auto loans, such as to meet a 
consumers monthly budget, or when a dealer "meets or beats” competing offers from a bank, 
credit union or other dealer. The CFPB, however, fails to account for legitimate, competitive 
business factors that may explain pricing differences. 



Monthly Budget Competing Offer Reduced Rate for 

from Lender Consumer 


CONGRESS SHOULD HELP RESOLVE THIS IMPORTANT ISSUE 


* Every consumer deserves to be treated fairly. 

• The retail automobile industry has promoted a strong 
fair credit compliance program based entirely on the 
Department of Justice approach manages fair credit risk, 
and explains any pricing differences. The CFPB should 
embrace a DOJ-based program that addresses fair credit 
risk while preserving consumer discounts that keep auto 
credit affordable. 


• It’s important that government agencies follow due 
process and employ an independent and unbiased 
analysis, especially when dealing with such important 
issues of fair credit and consumer affordability. 

• Congressional assistance is needed to bring this matter 
to a successful conclusion and to preserve consumers’ 
access to affordable auto credit. 


March 10,2017 
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Congresswoman Joyce Beatty (OH-03) 

Committee on Financial Services 

“Examining Discrimination in the Automobile Loan and Insurance Industries” 

April 30, 2019 
Questions for the Record 


Questions for Mr. Rivera 
Question # 1 


Mr. Rivera, 1 read your report entitled, “Auto Insurance and Economic Mobility in Michigan” and 
1 must admit that I found it compelling. However, 1 am perplexed as to why you left the most 
compelling reasons for Michigan’s, and more specifically Detroit’s, high auto insurance rates out 
of your testimony before this Subcommittee. 

in your report you stated: 

• The most frequently cited reason for Michigan’s high rates is the state’s unique 
form of no-fault insurance, with unlimited Personal Injury Protection. 

• Michigan is the only state that requires drivers to purchase unlimited Personal 
Injury Protection coverage. 

• While the cost of these benefits only made up 6% of premiums in 1972, they 
currently account for 42% of the average premiums. 

• In addition, Michigan does not impose medical fee schedules, meaning that 
hospitals can charge auto insurers more than they can charge health insurers. This 
leads no-fault insurers in Michigan to be charged significantly more.. .for the same 
medical procedures. 

• In 2013, the average cost per auto accident claim in Michigan was over $75,000 - 
more than five times the next highest state. 

« Not only are there far more PIP claims in Detroit than in surrounding suburbs, but 
PIP claims are for almost double the amount ($59,000 on average, compared to 
$30,000)” 
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• Nationally, an estimated 13 percent of drivers are uninsured. In Michigan, the 
corresponding rate is 20 percent, 4 lh highest in the Nation. In Detroit, the estimate 
is closer to 60 percent, more than four times higher than the national average. 

This all seems to be a very' compelling case as to why Michigan, and Detroit specifically, have the 
highest auto insurance rates in the country. From my reading of your testimony and report, you are 
using the fact that Michigan has the highest auto insurance rates in the country, attributing it to 
non-driving factors being used to make rates, and glossing over 90% of your own report that lays 
out a compelling argument why Michigan’s unique regulatory policies lead to higher rates. 

Why did you choose to leave out all these compelling reasons in your testimony before this 
Subcommittee for why Michigan, and Detroit specifically, have the highest auto insurance rates in 
the country? 

Answer to Question #1 

The invitation 1 received from the Subcommittee on Oversight and Investigations described the 
purpose of the hearing as follows: "This hearing will examine the auto loan and insurance-related 
practices and products that are potentially discriminatory or predatory in nature and the current 
regulatory framework governing these markets." 

As such, 1 provided the subcommittee with written and oral testimony on the use of non-driving 
factors insurance rate setting as a source of discrimination in the auto insurance market. 

As 1 noted in my testimony, many factors shape the cost of auto insurance. My statement did not 
cover every factor that shapes the cost of auto insurance. That decision was made not to omit any 
particular issue but to respect the intent for which I was asked to testify before the subcommittee. 

In the future, I would be honored and happy to testify before the subcommittee on any issue for 
which 1 have expertise. 

Question #2 


In your testimony, you state that only 4 states have annual average insurance premiums below 
$1,000 - Maine, Virginia, North Carolina, and Iowa. Do these states allow for use of non-driving 
related factors in calculating their insurance rates? 

Answer to Question #2 


Yes. Maine, Virginia, North Carolina, and Iowa allow the use of non-driving factors in calculating 
insurance rates. While average premiums are below $1,000 dollars in those states, premiums vary 
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significantly for motorists impacted by the use of non-driving factors. For example, while average 
auto insurance premiums in Iowa are $1,015 annually, drivers with very poor credit pay $1,718. 
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American Property Casualty 
—z insurance Association 


INSURING AMERICA 


Nathaniel F. Wienecke 
Senior Vice President 


April 30, 2019 


Dear Members of the Michigan Congressional Delegation, 

On Wednesday, May 1 st , the House Financial Services' Subcommittee on Oversight and Investigations will 
hold a hearing entitled "Examining Discrimination in the Automobile Loan and Insurance Industries.” Among 
the witnesses at this hearing will be Mr. Joshua Rivera, Policy Advisor for Poverty Solutions at the University 
of Michigan. We understand that one of the issues that Mr. Rivera - and potentially members of the 
subcommittee - will focus on is the affordability of auto insurance in Michigan. 

The members of the American Property Casualty Insurance Association (APCIA), which provide more than 
52 percent of the total auto insurance sold in Michigan, have serious concerns regarding the affordability of 
auto insurance in your state and are committed to addressing this issue. We appreciate that auto insurance 
is a necessity for many Americans, including those in Michigan, and we are pleased that the Michigan 
Legislature is actively considering SB 1 to fix serious problems in the auto insurance market. Unfortunately, 
we fear that the momentum of this important work is being coopted by some advocates to advance unrelated 
initiatives that actually could cause an increase in insurance premiums. 

Mr, Rivera and Poverty Solutions recently issued a report entitled. "Auto Insurance and Economic Mobility in 
Michigan: a Cycle of Poverty," which correctly points out that Michigan's unlimited personal injury protection 
(PIP) system and relevant lack of cost controls bear primary responsibility for high auto insurance rates. The 
crux of the problem is that under Michigan law, every vehicle owner is required to have PIP coverage that 
provides unlimited lifetime medical benefits, payments for lost wages due to disability for up to three years, 
and a daily allowance for replacement services. By contrast, the next highest state-mandated PIP benefit 
coverage minimum is New Jersey’s, at $250,000. 

Michigan's PIP system also lacks an objective, scientifically based medical fee schedule similar to those 
used by the state for Medicare and workers' compensation insurance claims. That means that medical 
professionals can charge whatever they choose for treating injuries resulting from auto accidents, and auto 
insurance companies must pay those bills regardless of how inflated they are. Collectively, these systemic 
defects have led to rampant fraud and litigation abuse by opportunistic personal injury attorneys and others. 
A 2015 Insurance Research Council Report found that 14 percent of Michigan PIP claims had the 
appearance of "build-up" or fraud. 

In an effort to combat these abuses, former Governor Rick Snyder created an anti-fraud unit within the 
Department of Insurance and Financial Services in September 2018. Unfortunately, this unit is insufficiently 
staffed to handle the thousands of complaints that have been filed to date. The state has also established a 
reinsurance mechanism for limiting insurers’ exposure in catastrophic lifetime claims, but the protection it 
offers is already very expensive and will soon become even more so, with every insured vehicle in Michigan 
set to incur a $220 surcharge as of July solely for the reinsurance for lifetime benefits claims. 

SB 1 would reform Michigan’s broken PIP system by offering more choices to consumers on coverage limits, 
applying a fee schedule to auto medical costs, and addressing the rampant fraud and excessive litigation. 
APCIA is fully committed to working with stakeholders in Michigan to address this important issue, as we 
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have done in partnership with our members for years However, we believe that the ability to truly discuss 
and address affordability in the state has been significantly impeded by certain stakeholders who would like 
to distract policymakers with issues that are not related to the underlying cause of unaffordability. Mainly, we 
have concerns with the ongoing push by certain consumer groups, including Poverty Solutions and others, 
to eliminate the use of credit-based insurance scores in the underwriting of auto insurance. Poverty Solutions 
itself, in the same report in which it addresses She true underlying cause impacting auto insurance 
affordability, correctly states that eliminating non-driving factors such as credit-based insurance scores 
"would not necessarily lower premiums across the state." This is further supported by the Arkansas Insurance 
Department, which has studied the use of credit-based insurance scores for over a decade and found that, 
on average, nearly 80 percent of consumers either received a lower premium or their premium was 
unaffected. 

in order to help focus the important conversations that are ongoing at the local, state, and now federal level 
regarding affordability of Michigan auto insurance on the issues that are proven cost drivers, we would like 
to address credit-based insurance scores. Credit-based insurance scores have been used for more than 30 
years because study after study both by academics and actuaries have confirmed that they are one of the 
most accurate - if not the most accurate - underwriting and rating factors available today. Their use helps 
insurers more accurately price insurance based on the anticipated risk that a policyholder presents. As shown 
in a 2016 study published in the North American Actuarial Journal, there is dear empirical evidence that 
credit-based insurance scores predict insurance losses in automobile insurance at a statistically significant 
level. 

Credit-based insurance scores differ from credit scores used by lenders in several important aspects. 
Specifically, insurers use credit-based insurance scores to predict the likelihood of future insurance loss, 
while lenders use credit scores to predict the likelihood a borrower will default on his or her loan. Credit 
scores and credit-based insurance also differ in the way in which they are both calculated and regulated. 
Insurers and insurance regulators have carefully tailored the data points and methodology to ensure that 
credit-based insurance scores provide the most accurate risk-predictive value, while ensuring that they do 
not unfairly discriminate against any protected classes or income levels. This robust oversight has resulted 
in credit-based insurance scores continually being proven to not unfairly discriminate against minorities and 
other protected classes. Additionally, a study published by the Georgetown University Law Center in October 
2015 definitively concluded that credit-based insurance scores do not act as a proxy for income. 

Michigan drivers pay nearly 70 percent more for automobile insurance than drivers in the neighboring states 
of Ohio, Indiana, Illinois, and Wisconsin, each of which allows credit-based insurance scores. APCIA is 
pleased that the Michigan Senate is poised to consider a proposal to reform the broken PIP system, and we 
are hopeful the Michigan House will guickiy follow suit by offering more choices to consumers on coverage 
limits, applying a fee schedule to auto medical costs, and adopting other meaningful reforms that will rein in 
rampant fraud and excessive litigation. At the same time, the Michigan Legislature should avoid taking steps 
that might further undermine the auto insurance market by eliminating actuarially proven underwriting factors 
such as credit-based insurance scoring. APCIA and our members stand ready to work with the Governor, 
the Michigan Legislature, and the Michigan Insurance Commissioner to help in this effort, Michigan drivers 
deserve a competitive insurance market that is affordable, accurately priced, and provides reasonable 
coverage. 


Sincerely, 



Nathaniel F. Wienecke 
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Written Statement of the National Automobile Dealers Association 
Submitted For the Hearing On 

“Examining Discrimination in the Automobile Loan and Insurance Industries” 

Before the Subcommittee on Oversight and Investigations of the 
Committee on Financial Services U.S. House of Representatives 

May 1,2019 

The National Automobile Dealers Association (NADA) is a national trade association representing more 
than 16,000 franchised new car and truck dealers that collectively employ more than 1 million 
individuals. 1 NADA is pleased to submit comments for the record to explain how dealer-assisted 
financing expands credit access and helps make vehicles affordable for consumers. 

As the Subcommittee examines studies related to auto financing, NADA respectfully urges Congress to 
carefully analyze the data some organizations have released, since there are numerous examples of 
outdated, incomplete, and misleading research regarding fair lending concerns that do not accurately 
represent the current auto finance market. 

NADA strongly supports fair-lending protections and has promoted vigorous compliance with our 
nation’s fair credit laws (see attached “Our Commitment to Fair Credit”). The dealers’ commitment to 
fair lending is demonstrated by the voluntary creation, implementation and promotion of NADA’s 
proactive Fair Credit Compliance Program 2 , based on a Department of Justice (DOJ) model, which 
effectively manages fair credit risk while preserving discounts on credit for legitimate business reasons, 
such as meeting consumer budget constraints and competing offers. NADA, the National Association of 
Minority Automobile Dealers, and the American International Automobile Dealer Association jointly 
released this program, and numerous fair credit experts across the country have endorsed this approach. 

Wc appreciate the opportunity to provide additional material to ensure the Subcommittee's oversight 
includes balanced information and considers the benefits of a competitive marketplace for all vehicle 
buyers. 

Dealer-Assisted Financing Makes Credit More Accessible and Affordable for Consumers 

Dealer-assisted financing (which is also referred to as “indirect financing”) promotes competition and 
vehicle affordability for consumers. This is true for many reasons including the overall efficiency of the 
model and the fact that auto dealers have relationships with a wide variety of banks, credit unions and 
finance companies. The result of all this is that dealers can offer consumers competitive financing right 
at the dealership. Dealer-assisted financing allows consumers to benefit from dealers’ access to many 
lenders (including lenders the consumer could not access directly), all vying to provide vehicle financing 
to consumers. 3 


1 NADA members are primarily engaged in the retail sale and lease of new and used motor vehicles, and engage in automotive service, 
repairs, and parts sales, Last year America’s franchised new car and truck dealers sold or leased more than 17 million new ears and light 
duty trucks. NADA members operate in almost every congressional district in the country, and the majority of our members are small 
businesses as defined by the Small Business Administration. 

2 https://www.nada.org/WorkArea/DownloadAsset.aspx?id=21474838176 

3 Dealers create the competitive market where lenders such as a banks and credit unions compete against other lenders, and dealers compete 
against other dealers for consumer business. Dealers' ability to meet or beat competing offers generates downward pressure on all prices as 
other lenders in the market know the dealer can negotiate down to win the sale. 
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In this indirect financing mode!, the dealer absorbs the retail costs of marketing and distributing the loan, 
costs which but for the dealer the ultimate lender would need to incur itself. 4 The consumer often 
benefits because the dealer is typically more efficient in overseeing those localized costs and the dealer 
has the flexibility to discount its retail margin by lowering the consumer’s APR to beat a competing 
offer or to fit the customer’s budget. Dealer-assisted financing routinely provides vehicle buyers with 
better finance rates than they could get on their own from a bank or credit union. 

The Current Competitive Market for Indirect Auto Finance Facilitates Interest Rate Discounts 

Indirect auto lenders impose maximum contract rates, caps that limit dealer compensation for arranging 
dealer-assisted financing. Dealer compensation caps for indirect auto financing have been nearly 
universally present for more than a decade. 5 These caps provide a dealer financing market that operates 
under a competitive “mark-down” system. The finance source underwrites and funds the auto loan and 
sets the maximum annual percentage rate (APR) based on the borrower’s credit history. The dealer 
either offers that maximum rate or discounts it to meet market competition and benefit the consumer. 
Moreover, the strong competitive forces of the vehicle finance marketplace also operate to keep both 
APRs low and dealer compensation, on average, well below these caps. 6 

In 2013, the Consumer Financial Protection Bureau’s (CFPB) issued auto finance guidance 7 that 
pressured auto lenders to eliminate or limit a dealer’s ability to discount credit for consumers. The CFPB 
guidance attempted to change the $1.1 trillion auto loan market and limit market competition without 
prior public comment, using flawed analytical methods and without studying or considering the impact 
of the guidance on consumers. 8 By limiting market competition, the CFPB’s policy would have 
increased the overall cost of auto loans for consumers and potentially pushed the marginally 
creditworthy out of the auto market. 

In 2018 Congress passed SJ.Res. 57 with bipartisan support to disapprove the CFPB auto finance 
guidance and preserve the ability of a dealer to cut into its own retail margin by discounting the APR 
offered to consumers to finance vehicle purchases. The resolution was similar to H.R. 1737, which also 


Infographic - https://www.nada.Org/assets/0/21474836471/21474836597/21474836680/21474836902/21474837018/3791 c544~3 ld2-4afd- 
9a2c-3424ae5a077d.jpg 

4 Dealer participation,” or “dealer reserve,” is the retail margin a dealer may earn for originating an indirect auto loan. In other words, it is 
the retail return on a dealer's investments for absorbing the costs related to serving as the “storefront” for indirect lenders. Like every other 
lender, the dealer receives this compensation for performing the essential retail distribution for this financing. These costs include salaries 
for dealer finance staff, point of sale compliance, software, utilities, and other overhead. 

5 In the late 1990s and early 2000s lawsuits were brought against auto finance companies (not dealers) alleging disparate impact, 
unintentional discrimination, in auto lending. Serious questions were raised about the quality of the data and the legitimacy of the statistical 
analyses that formed the basis of the claims. Nonetheless, those cases were settled and the settlements included caps on dealer 
compensation. 

Importantly, notwithstanding that the settlement agreements that first established the caps at that handful of lenders that entered into the 
settlements have all now expired, these caps have remained in place and arc now standard in the industry for virtually all lenders including 
the overwhelming majority that were not involved in the litigation. Moreover, in many instances, today's caps are significantly lower than 
the caps that were agreed to in the original settlements. Assertions that there are no caps in the marketplace today are simply (and grossly) 
erroneous. 

6 For example, a robust refinancing market exists in auto finance. The existence of this market further disciplines the pricing that is offered 
when auto loans are first originated because, if the auto loan carries an APR that is above-market, it will easily be refinanced and the 
original lender will lose the business that the original loan represented. 

7 CFPB Bulletin 2013-02, issued March 21, 2013: http://files.consumcrfinance.gov/P201303_cfpb__march -Auto-PinanceBulletin.pdf 2 

R In response to a letter sent by 22 Senators on this topic, the CFPB acknowledged that it never studied how eliminating a dealer's ability to 
discount credit would affect the cost of credit paid by consumers. (Letter from the Mon. Richard Cordray, Director, CFPB to Senators 
Portman (R-OH) and Shaheen (D-NH) (Nov. 4,2013.) 


2 



366 


would have rescinded the CFPB auto finance guidance and which passed the House in 2015 with the 
support of 88 House Democrats. NAD A supported both H.R. 1737 and S.J.Res. 57, because both 
measures were advanced to both to ensure that proper procedures were followed in setting government 
policy in this area and, ultimately, to keep auto credit accessible and affordable for consumers. 
Significantly, SJ.Res 57 was a narrowly-tailored resolution that did not amend, change or impair the 
enforcement of any fair credit law or regulation. 

Careful Review of Auto Finance Claims and Data Is Warranted 

Congress is encouraged to closely review the statistics and other data used to allege fair credit issues 
since some organizations have circulated outdated, incomplete, and misleading research regarding the 
current vehicle loan market. For example, the National Consumer Law Center fNCLC) uses charts with 
outdated data to allege disparities in auto loans that are in some cases nearly two decades old and do not 
reflect the current auto finance market. 

The NCLC bases its claims on allegations and obsolete sales data (ranging from January 1994 to 
September 2003) before auto lenders imposed caps that limit dealer compensation. This chart sets out 
data for a market that no longer exists. 9 

Another example of a flawed study that is frequently cited is the Center for Responsible Lending (CRL) 
report entitled “ Non-Negotiable ” which made inflammatory allegations regarding auto loans yet fails to 
factor in an individual’s creditworthiness when determining a loan’s interest rate. Since the 2014 CRL 
report did not consider the creditworthiness of the borrower, it is statistically meaningless. 

Comparisons of credit are only statistically valid if borrowers are similarly situated (i.e., apples to 
apples). CRL instead cherry-picked minority respondents who (1) had, according to the report, “poorer 
credit than whites,” (2) had lower incomes, (3) purchased a higher percentage of used cars, and (4) 
borrowed more on average than the non-minority respondents. 10 When the minority respondents claimed 
to pay a higher interest rate, CRL ascribed the reason solely to discrimination, instead of the fact that, 
borrowers with poor credit pay higher interest rates than borrowers with excellent credit because of the 
greater risk. In fact, CRL’s report itself acknowledged that its results “do not necessarily demonstrate 
discrimination.” 11 

in another widely discredited study, entitled Under the Hood, CRL has also alleged that dealer-assisted 
financing “leadfs] to more expensive loans.” Yet CRL did not provide any evidence in their report that 
dealer-assisted financing is more expensive than auto financing available from banks or credit unions. 12 
In fact, what evidence exists shows that APRs are lower in indirect auto loans than in direct auto loans 


9 The original version of the chart that was circulated by the Subcommittee omitted important introductory material that appears on the 
version of the chart posted on the NCLC website. That introductory material confirms that the data included is “from the late 1990s to early 
2000s.” https://wwvv.ndc,org/imagcs/pdOcar sales/ib-auto-dealers-racial disoarities.pdf The Subcommittee's memo was later corrected 
and confirms that the entire chart ONLY depicts data from the era before caps on dealer compensation were imposed and thus is not 
relevant lo today’s market. 

10 Center for Responsible Lending, “ Non-Negotiabte " (Jan. 23, 2014) at 8, 9. 

11 Id. at 9. 

u A point-by-point rebuttal of the Under the Hood report can be found here . 
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for similarly situated borrowers. This is the ease for many reasons, including that the costs of 
providing indirect financing are lower than those of direct lending and that a dealer’s access to many 
lenders vying to provide financing to consumers often provides car buyers with better finance rates than 
they could get on their own. It should be noted that CRL is an organization “closely affiliated” 14 with 
the Self-Help Credit Union, an auto lender that directly competes with auto dealers. 

A study by the National Fair Housing Alliance attempts to draw similarly unsubstantiated conclusions 
from sixteen cherry-picked auto shopping interactions, not from completed sales transactions. In a 
market with 17 million new sales annually, sixteen shopping transactions is such an insignificant sample 
size that the “study” is deprived of any statistically relevant significance. Also, the methodology of the 
study is not sufficiently explained to warrant specific conclusions about the price of financing. 
Furthermore, in several of the matched pairs transactions, the white testers would have paid more than 
the non-white testers, thus further eroding the study’s value as evidence of widespread discrimination. 
Finally, the study did not use identically situated test subjects with debt to income ratios, incomes, etc. 15 

NCLC research also criticizes vehicle products such as service contracts and GAP (guaranteed asset 
protection) insurance but all the claims in the study are based on the review of data from ONE provider 
in the industry in 2012, as their footnote in Appendix B notes. Also, the NCLC alleges that these 
products are sold as mandatory products when in fact these products are voluntary. For these products to 
be included in the amount financed on a retail installment contract, the cost of the products must be 
separately stated in the contract and the consumer must separately consent to purchase the product. 
La stly, this NCLC study has never been peer reviewed and the underlying data has never been released. 

Finally, even some of the methods employed by the government need to be carefully reviewed. In 
issuing its 2013 guidance, the CFPB used a flawed method for identifying the background of consumers 
since their analysis was based solely on a borrower’s zip code and last name. 16 

The Bayesian Improved Surname Geocoding (B1SG) proxy methodology was designed to identify the 
backgrounds of specific populations, not to ascertain the specific background of an individual. 17 A non¬ 
partisan study by Charles Rivers Associates of the CFPB’s use of the methodology found a 41% error 
rate for classifying the background of a significant group of consumers. As noted above, even the 
CFPB’s own review of its analysis revealed a 20% error rate for the same group. 18 Additionally, the 


13 NADA Comments to Federal Trade Commission re: Motor Vehicle Roundtables, Appendix A (Mar. 30,20 J 2), available at 
https://ww\v.ltc.aov/sitcs/defauit/filcs/documeot.s/public commcnts/public-roundtablcs-protccting-cons um ers-sa l e-and-leasing-motor- 
vchicles-proiect-no.p 104811 -00105/0010S-82872.pdf . 

M Center lor Responsible Lending, “Non-Negotiable" Jan. 2014. p. 31. 

15 A correct fair lending analysis must identify and compare similarly situated consumers by holding constant variables such as the amount 
financed; trade-in value; competition in the local market; market conditions; demand and desirability for the vehicle; the consumer’s 
payment capacity; and whether the car is new or used. 

16 Under previous leadership, the CFPB failed for three years to provide Congress policy analysis and answer direct questions to 
substantiate the guidance. Despite receiving 13 letters from Congress, signed by over 90 bipartisan Members and Senators, the Bureau 
never explained their analysis supporting the elimination of consumer discounts or fully answered fundamental questions raised by 
Congress. 

17 https://www.latimes.com/business/la-fi-rand-cliion-2016Q824-snan-.siorv.html . 

18 Using publicly available information to proxy for unidentified race and ethnicity: A methodology and assessment (2014), Table 10. 
https://files.eonsiinierfinance.gOv/f/201409 cfpb report proxy- methodology 7 . pdf. 
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Charles River study revealed that CPPB’s analysis was “conceptually flawed and subject to significant 
bias and estimation error.” 

The study noted that for a correct fair lending analysis, the CFPB must ensure the consumers compared 
are similarly situated by holding key variables constant, including the following: (1) the amount 
financed; (2) trade-in value; (3) competition in the local market; (4) market conditions; (5) demand and 
desirability for the vehicle; (6) consumer’s payment capacity; and (7) whether the car is new or used. 
Also, manufacturers provide dealers sales incentives that can operate to motivate a dealer to arrange 
financing a car at a discount or loss in order to achieve certain sales goals. If this factor is present, it 
must be taken into consideration as a dealer often has a vested interest in selling the car at a financing 
discount both to make the sale and to create customer loyalty that results in return business for parts, 
service, and future car purchases. 

The Charles River study found that the CFPB’s findings of variations in interest rates were significantly 
overstated and failed to consider legitimate and lawful factors, such as budget constraints and competin'..', 
offers, which explain why a dealer may discount an interest rate and why prices vary from consumer to 
consumer. 15 Especially in the context of this hearing, it is important to note that a rebuttal of the 
comprehensive Charles River study has never issued. See also Fair Credit for Auto Loans: Too 
Important to Get Wrong. 20 

Why then did Ally Bank settle with the Department of Justice and the CFPB, when the CFPB was using 
a flawed methodology for identifying the background of consumers? Unfortunately. Ally could not rebut 
the CFPB’s assertions because the Bureau refused to inform Ally how it had calculated fair lending 
bias. 2 ’ 

Additionally, the CFPB is a powerful regulator with tremendous leverage over lenders, and but for 
several factors, which were unrelated to the auto lending issue, it is unclear whether Ally Bank would 
have settled with the CFPB: 

According to Ally’s then-CEO, Ally was motivated to settle with the CFPB because of . .a desire to get 
the consent order behind it so it could move forward on other urgent business.” 22 That urgent business 
included getting the Federal Reserve Board to approve Ally's application to become a financial holding 
company, enabling Ally to continue offering insurance products and services that Ally might have been 
forced to discontinue. According to the Wall Street Journal, “Standard & Poor’s Ratings Services... 
warned it would potentially lower the company's ratings if it failed to secure financial holding company 
status.” 23 Ally’s application was approved three days after Ally signed the consent order, and “the CFPB 
was one of a number of regulators that had input on the Federal Reserve's decision on financial holding 


19 Charles River Associates, Fair Lending: Implications for the Indirect Auto Finance Market at 4 (Nov. 2014). 

20 Inli jgranhic: i n ir (" redii lor Amo Loans: loo Important for the OTB io (id Wronu (2017). 
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company status.” 24 

Ally Bank was also motivated to settle because of its impending initial public offering. CFPB was aware 
of this fact, as the federal government owned 64 percent controlling interest in Aliy Bank at the time. 
The then-CEO of Ally Bank told the press, ”[n]o investor publicly was going to invest in us unless we 
got financial holding company status. And we could not do that without coming to terms with the 
CFPB." 25 On March 27, 2013, Ally announced an IPO where the U.S. government “would sell the bulk 
of its stake in the company.” 26 

Conclusion 


We end our comments to the Subcommittee where we began. In addition to analytical points we have 
raised, NADA would like to reiterate its strong commitment to fair credit. And we not only publicly 
state our position, we proactively provide our members with the tools they need to help implement this 
approach. From our Fair Credit Compliance Policy and Program to our extensive training and 
educational offerings to our recently released Voluntary Protection Products Policy and Program, 
NADA stands ready to help ensure that the vehicle financing market both addresses fair credit concerns 
and retains the flexibility needed to ensure that consumers can get competitively-priced, affordable 
credit. 

NADA looks forward to working with the Subcommittee to keep auto financing competitive and to 
assist consumers and their families as they seek affordable transportation. 


Attachments: 

NADA: Our Commitment to Fair Credit 

Fair Credit for Auto Loans: Too Important to Get Wrong 


6 



370 



Our 

Commitment 
to Fair Credit 


by PETER WELCH. NADA 


I n today’s market, America’s new car and truck dealerships sell around 50,000 new 
cars and trucks a day. Consumer access to affordable credit at dealerships, and 
interest rate discounts that local dealerships can provide their customers, are keys 
to driving those sales. Congress recently repealed a lending guidance issued by the 
federal Consumer Financial Protection Bureau (CFPB) that threatened to adversely 
affect dealer competition and consumers’ access to interest rate discounts. The 
guidance was repealed because of serious agency process concerns, and because 
it inadequately recognized that dealerships can provide competitive credit while 
fully adhering to our nation’s fair credit laws. NADA is firmly committed to helping 
dealerships achieve both key objectives. 

Adherence to non-discriminatory access to 
credit remains a core value for America’s new 
car and truck dealers. Simply put, the CFPB 
guidance is gone, but the anti-discrimination 
laws governing lending, like the Equal Credit 
Opportunity Act (ECOA), are not. The fair credit 
laws that govern dealer conduct remain part 
of the fabric of the iaw. Beyond the law. those 
statutes underscore a moral imperative to avoid 
discrimination and to treat all customers fairly 
and with respect. 

Four and a half years ago, based on our twin 
commitments to competitive credit and fair 
tending, NADA partnered with the American 
International Automobile Dealers Association 
(A1ADA) and the National Association of Minority 
Automobile Dealers (NAMAD) on a simple but 
incredibly important initiative. We sought to 
develop a compliance framework, available to all 
dealers on a voluntary basis, that enhances the 
ability of participating dealers to comply with 


PERCENTAGE OF VEHICLES 
WITH FINANCING 
In 2017.85.1% of new-vehicle buyers and 
55.8% of used-vehicle buyers financed 
their purchases. 


TOTAL U.S. AUTO LOAN BALANCE 
(2013-2037) 

$ 800B mu 


our nation's fair credit laws while retaining the 
flexibility needed to meet the borrowing needs of 
the nation’s car buyers. 

Recognizing the need to promote these 
important goals, we re-examined a crucial 
question: Can fair lending compliance and 
consumer interest rate discounts coexist? 
Fortunately, the U.S. Department of Justice (DOI), 
which had also been considering the issue for a 
long period of time, dearly determined that the 
answer was 'yes." 

Building on that conclusion, we developed 
a program that promotes compliance by better 
structuring the exemption-based discounting 
system that has long been the hallmark of 
an ECOA-compliant indirect auto financing 
market. The improved approach was designed 
to ensure that discounting remained possible 
but only in ways that assured that similarly 
situated people were treated the same, 


MARKET SHARE OF TOTAL 
FINANCING 

(newAised units and loan/lease) 


NON- 

CAPTIVE 


Peter Welch is President & CEO of the National Automobile Dealers Association. 
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regardless of race, national origin, religion, sex, age, or other 
protected characteristics. 

How did we come up with this framework for maintaining fair 
credit compliance while preserving discounting? We didn’t— 
the DOf did. 

In 2007, the DOf entered into consent orders with two 
dealerships to resolve aifegations of fair credit violations. These 
allegations were remarkably similar to the more recent ones 
brought against indirect finance sources by the CFPB. 

Importantly, these DO( consent orders did not eliminate either 
dealer participation or a dealer’s ability to offer discounts. Instead, 
to permit consumers to continue receivingthe tremendous 
benefits of discounting, the consent orders required the dealers to 
standardize the initial amount of dealer participation included in 
all retail installment sale contracts, and allowed deviations from 
that standard amount only in the presence of a legitimate business 
justification, such as a competing credit offer from another lender 
or a monthly budget constraint on the part of the customer. 

It was a well -balanced and effective solution. Which is exactly 
why the NADA/A1ADA/NAMAD Fair Credit Compliance Policy and 
Program (the Program) further operationalizes the DOf framework 
and makes it available to all dealers, fust like the DO! consent 
orders, the Program’s approach takes race and other protected 
characteristics out of the equation entirely; it calls for a dealer 
who adopts the Program to standardize the amount of dealer 
part icipation for every customer, and only allows that dealer to 
deviate in one direction (downward), and only in response to a 
legitimate business reason-like marking down a rate to meet a 
competing offer or monthly budget constraint—that has nothing to 
do with race or any non-business factor. 


NADA believes the Program represents the best approach to 
promote compliance with ECOA while preserving enough flexibility 
to allow customers to continue leveraging the overwhelming 
benefits that are produced by today's intensely competitive 
vehicle financing market. Dealerships that implement the Program 
reduce their discrimination liability risks under ECOA, and it is 
also unquestionably the right thing to do. Treating customers 
in a fair and consistent manner and strictly abiding by all anti- 
discrimination laws are central to the mission and success of 
franchised auto dealers everywhere. The Program reflects an 
unambiguous commitment to both of these principles. 

For these reasons, much of our focus is on making the Program 
even easier to implement through partnerships with providers 
such as CU Direct, Dealertrack, and RouteOne. Thanks to these 
arrangements, the Program can easily be integrated into the F&I 
operations of participating dealerships, as well as automated. I am 
confident that we will see additional progress on this front in the 
coming months. 

As long as 1 am President and CEO of NADA, I will continue to 
encourage every franchised dealer and dealership group to adopt 
and implement our Program. 1 will also continue to seek additional 
bipartisan support among federal policymakers—regardless of 
which party is in power- and encourage them to embrace the 
Program as the best way to ensure fair credit compliance in 
auto financing. 

In the meantime, it is up to our industry to lead the way. We 
have at our disposal a way to affirm our commitment to abide by 
some of our nation’s most important laws while doing right by our 
customers. That’s a commitment that every dealer should be proud 
to get behind. IS 
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FAIR CREDIT FOR AUTO LOANS 

TOO IMPORTANT FOR THE CFPB TO GET WRONG 



Wa The CFPB is using an 
analysis for determining 
the background of borrowers it 
knows to be flawed. 


HIP Its analysis does not 
compare customers that 
are similarly situated (alike in 
relevant ways). 


It fails to account for 
legitimate, competitive 
business factors that may 
explain pricing differences. 


The CFPB's fair credit initiative to eliminate or limit a dealer’s ability to discount auto loans foi 
consumers has several fundamental flaws, including three major problems: 


PROBLEM 1: 

The CFPB’s Consumer To evaluate whether dealer discounts for consumer auto loans adversely affects one group 

Analysis is Flawed relative to another even when consistently applied, an analysis must first determine who is a 

member of a protected class (such as race, national origin, etc.). To determine a borrower’s 
background, the CFPB relies on a method that: (1) was not designed to determine the 
background of individual borrowers; and (2) it knows to be flawed. 


Flawed CFPB Method 
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Borrower ZIP Code 


Borrower Last Name 


Error Rate 


A non-partisan study by Charles River 
Associates found a 41 percent error rate for 
classifying a significant group of minority 
consumers. The CFPB’s own review revealed 
a 20 percent error rate for the same group. 



Error rate Error rate 

found by study admitted by CFPB 
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PROBLEM 2: 

Analysis Fails to 
Compare Customers 
that are Similarly 
Situated 


A proper fair credit examination must ensure that consumers being compared are both 
appropriately classified as belonging to a protected group (based on race, national origin, etc.) 
and that those consumers are similarly situated, for example, the CFPB does not compare 
customers that are alike in relevant ways since it does not take into account factors not related 
to a consumer's background that may impact loan rates, such as whether a consumer is buying 
a new or used car or different geographic markets. 


Proper Method 


fffff 
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Belonging to a protected 
group (based on race, 
national origin, etc.) 



Alike in relevant ways 
(similarly situated) 


PROBLEM 3: 

The CFPB Fails to 
Look at Legitimate 
Business Reasons 


Even if the CFPB accurately classifies the background of a borrower, and then does an “apples 
to apples" comparison of borrowers, the Bureau would still need to take into account "legitimate 
business reasons" for any pricing differentials. In 2007, the Department of Justice recognized 
seven legitimate business reasons for dealers discounting auto loans, such as to meet a 
consumer's monthly budget, or when a dealer "meets or beats" competing offers from a bank, 
credit union or other dealer. The CFPB, however, tails to account for legitimate, competitive 
business factors that may explain pricing differences. 


Monthly Budget Competing Offer Reduced Rate for 

from Lender Consumer 




CONGRESS SHOULD HELP RESOLVE 

* Every consumer deserves to be treated fairly. 

* The retail automobile industry has promoted a strong 
fair credit compliance program based entirely on the 
Department of Justice approach manages fair credit risk, 
and explains any pricing differences. The CFPB should 
embrace a DOJ-based program that addresses fair credit 
risk while preserving consumer discounts that keep auto 
credit affordable. 


THIS IMPORTANT ISSUE 

• It’s important that government agencies follow due 
process and employ an independent and unbiased 
analysis, especially when dealing with such important 
issues of fair credit and consumer affordability. 

• Congressional assistance is needed to bring this matter 
to a successful conclusion and fo preserve consumers' 
access to affordable auto credit. 


March 10,2.017 
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